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How IAS training 
meets individual needs 


YS OF pp 
\ Each IAS training program is “tailored to fit’ the needs 
of the individual. This is accomplished through the 
IAS elective plan embracing 250 comprehensive study 
assignments, covering a wide range of accounting and 


management subjects. 





e After general accounting principles have been mas- 
tered, each IAS Diploma Course student selects from 
14 electives those leading to his specific training ob- 
jective. The electives currently available (with the num- 
ber of comprehensive study assignments indicated) ase: 


Basic Auditing (i0) 

Public Auditing (20) 

Internal Auditing (20) 

Basic Cost Accounting (10) 
Advanced Cost Accounting (20) 
Corporation Accounting (10) 
Financial Analysis (10) 
Business Statistics (10) : 
Management Control (20) 

Economics (10) 

Office Management (30) 

Accounting Law (10) 

Federal Income Tax (10) 

CPA Coaching (20) 





@ With this broad curriculum at his command, each 
IAS student can study first those subjects needed im- 
mediately and can then broaden his knowledge of 
accounting and management through study of addi- 
tional electives. 

The school’s 24-page catalogue 


is available free upon request. 
Address your card or letter to 


the Secretary, LAS. INTERNATIONAL ACCOUNTANTS SOCIETY, INC. | 
A Correspondence School Since 1903 


209 WEST JACKSON BOULEVARD * CHICAGO 6, ILLINOIS 
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Live Keyboard* with keytouch adjustable to each operator! 





Saves up to 50% hand motion—and effort! Never before A National Adding Machine 
have so many time-and-effort-saving features been placed pays for itself with the time-and- 
on one adding machine. effort it saves, continues savings 

as yearly profit. See a demon- 
Every key operates the motor—so you can now forget the stration, today, on your own 
motor bar. No more of those back-and-forth hand motions! work. Call the nearest National 


‘ ‘ branch office or dealer. 
Keys are instantly adjustable to each operator's touch! No 


wonder operators are so enthusiastic about it. They do ee a | 
their work faster with up to 50% /ess effort! 


“Live” Keyboard with Adjustable Keytouch plus 8 other ** 
time-saving features ate combined only on the amazing 
National Adding Machine! 


THE NATIONAL CASH REGISTER COMPAN A DAYTON 9, OHIO ACCOUNTING MACHINES 
989 OFFICES IN 94 COUNTRIES 
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THE PRESIDENT’S PAGE 


NE of the principal things that helps to make life pleasant is job satis- 
faction. Ina broad sense, you have job satisfaction when you enjoy 


what you are doing. 


There are many things that contribute to job satisfaction—pleasant sur 
roundings, congenial associates, compensation, and of course many others. 
Probably the greatest single factor bringing about a feeling of pride and well 
being in your daily occupation is the inner knowledge that you are doing 
your job well and earning the recognition which leads to future opportun 
ties. You will seldom find a person who does not enjoy a job on which 
he is doing well. On the other hand you find few people with job satisfaction 


when they are performing poorly. 


Job performance is largely a matter of individual effort. To do anything 
well requires more than technical knowledge. It demands the application of 
knowledge along with imagination, foresight, and the desire to do more than 
is routinely required. For the internal auditor, this means searching for new 
and better ways to serve management. It means striving for improvement in 
techniques and procedures. It also means directing your efforts along the 
most productive lines. 

The Theme “Earning Our Opportunity” was established this year for 


the purpose of emphasizing the importance of individual performance on 


the future of internal auditing. But what happens to a profession or an 
association is merely the by-product of the contributions made by many 
individuals. The rewards that accompany an expanding profession also 
accrue to the individual members. Few positions offer greater opportunities 
for rendering valuable service than that of the internal auditor. All of the 
aspects of a challengin« future are there. It i$ up to you, individually, to 
create your job satisfaction through superior job performance 


Cordially yours, 


RATLIF! 





AN APPROACH TO 
PROCUREMENT AUDITS’ 


By EDWARDS B. MURRAY 


Manager, Auditing Dept., General Electric Co., Schenectady, N. Y. 


It is difficult to conceive of a business which operates without a pro- 
curement function, so that this area is one of universal importance to the 
internal auditor. The author of this article, while emphasizing that there 
can be no stereotyped approach to a procurement audit, nevertheless high- 
lights some productive avenues of audit effort and illustrates them with 
examples of successful audit achievement. 


NTERNAL auditing has made tremendous progress in the past few 

decades toward establishing itself as a distinct financial function in the 
industrial enterprise. Like any young and growing profession, it has neces- 
sarily felt its way along undefined paths, stubbed its figurative toes on 
unseen obstacles and even now is exploring uncharted areas with sometimes 
vague and variable boundaries. Through the accumulation of experience 
which only time can produce, and through the work of Tue Institute, 
we can anticipate a continuing clarification of the generally accepted ends 
and methods of the profession. However, it is to be hoped that we will 
never see the day when the internal audit job is neatly rolled into a uniform 
package of completely standardized approaches and procedures. Each com- 
pany is an individual and different enterprise, and the boundaries of internal 
auditing in each company should be those which will permit and encourage 
the greatest possible contribution under the existing organizational and pro- 
cedural circumstances in that company. 


The common objectives of internal audits are: 
l. Yo verify the financial statements, reports, and underlying accounts 
and records. These must serve as indispensable tools of management, 


and their accuracy and meaningfulness are essential to the successful 
conduct of a business. 


~ 


2. To examine the control procedures of the business to determine 
whether they are adequate and are operating effectively. Only with 
strong procedural safeguards, constantly reviewed, can the assets of 
the business be protected against dissipation through fraud, incom 
petence or ignorance. 


*Delivered at the Northeastern Regional Conference of Tue Institute or INTERNAL 
Avupitors in Buffalo, N. Y. 
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In this latter area of control procedures the internal auditor is exposed 
to the greatest opportunity for measurable contribution to the profits of 
the company. It is here that he must examine the transactions of the busi- 
ness—transactions in money and tangible goods, the company’s billings and 
collections, its payments for labor and services, and its purchases of mate 
rials and supplies. My discussion today will center upon the last of these 
the procurement function. 


It must be recognized that the audit of procurement is not governed by 
a uniform set of procedures nor limited by uniform boundaries. To be full; 
productive, the examination must be tailored to the particular situation 
existing in each business. It must be flexible, expandable or contractible, 
to permit the full exercise of individual initiative and imagination. The 
audit supervisor cannot hope to anticipate all the opportunities for contribu 
tion which may confront his auditors. He can and must chart out a general 
program which will direct the auditors’ efforts into the channels where the 
opportunities are likely to run most heavily, but the program should be 
suggestive, not restrictive, and be utilized as a guide, not as a set of in 


s 
flexible instructions 


In full recognition of the fact that no two companies will approach the 
audit of procurement in exactly the same way and that there is no right or 
wrong way to do this job, I should like to outline a general approach and 
some specific fields of investigation which yielded worthwhile results 


in the past. 
The auditor's interest in procurement fall roughly into three areas 
] gn 
1. Accounting controls over payments to vendors 
2. Physical control of purchased materials 


3. Ordering and purchasing controls with respect to quantity, specifica 


tions, prices, and terms. 


ACCOUNTING CONTROLS 


The starting point for the procurement audit is an examination of a 
accounts payable vouchers for a selected month. Initially, this serves as a 
vehicle for testing the effectiveness of the paperwork procedures controlling 
payments to vendors. Arithmetical accuracy, evidence of receipt of mate 
rial, approvals of prices, discounts and transportation terms, safeguards 
against duplicate or fraudulent payments, and propriety of accounting dis 
tribution must be tested as a routine, but essential, prerequisite to the more 
rewarding aspects of the audit. 


While making this routine examination of vouchers, the auditor must 


set his imagination to work, reviewing each item critically as to propriety, 
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necessity, and the possibility that the company is not getting its money’s 
worth. Vouchers covering items of large value, repetitive purchases, unusual 
materials, and those particularly susceptible to pilferage should he set aside 
and classified for further investigation. This selection and classification, 
while simple and fairly routine, is the keystone of the procurement audit. 
It is at this critical point that the discerning auditor has his greatest advan- 
tage over those responsible for the daily business of ordering, purchasing, 
and paying. He has before him all payments for a sizeable period, the means 
for comparative evaluation of the importance of each purchase, and the 
latitude to discard everything except the items of greatest significance. 
This initial selection should narrow the scope of further investigation to 
not more than 5% to 10% of the total vouchers reviewed, and these should 
include vouchers for review and checking of prices, receipt of material, stock- 
room control, discount terms, and transportation methods and terms. 


PHYSICAL CONTROLS 


Physical control procedures should provide for counting or weighing 
of incoming material, inspection for damage, and initiation of consecutively 
numbered receiving documents and damage claims. The actual performance 
of these functions should be observed by the auditor, and he should make 
sufficient tests of selected purchases to determine that the routines are effec- 
tive, that reported quantities have actually reached the stockrooms, and 
that claims for loss or damage have been filed and submitted to the account- 
ing department for collection. His review should cover representative items 
of all types, including bulk materials, precision parts, precious metals and 
other materials of high unit value. 


ORDERING AND PURCHASING CONTROLS 


The areas of ordering and purchasing are probably most remote from 
the direct experience of the financially-trained auditor but, paradoxically, 
are the areas in which his greatest opportunity for contribution may lie. 
Very few auditors are qualified production control or purchasing experts, 
but all auditors should be trained analysts and possessed of good common 
business sense. They should bring to this work a fresh, inquisitive, and 
discriminating viewpoint, unburdened with the ties and restrictions of prece 
dent. They have the time to think and explore where the opportunities are 


greatest, whereas the experienced people actually performing the ordering 


EDWARDS B. MURRAY was born in Anderson, S. C. Graduated from Hughes 
High School, Cincinnati, Ohio in 1931 and received an A.B. Degree from Princeton 
University in 1935. Has been employed by the General Electric Company since 1935 
being promoted from Traveling Auditor to Supervising Auditor and then Chief Travel 
ing Auditor and member of the staff of Assistant Comptroller. In 1953 was raised to 
Manager of the Auditing Department, a position which he still holds. 1s a member 
of Tue INstituTE or INTERNAL Avupitors and The Controllers Institute of America 
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and purchasing work may be severely limited by the operating necessity 
of handling large volumes of uniformly urgent daily transactions. 


This phase of the audit should be appre vached with the three-fold objec- 
tive of: 
1. Determining that full and necessary values are being received for 
dollars expended, 
2. Ascertaining that procedures in effect are adequate to guarantee this, 
and 
3. Confirming the honesty, integrity, and competence of those charged 


with responsibility for expending company money. 


As mentioned previously, a suggestive audit program can be helpful 
in guiding the auditor's efforts along productive lines. However, imagina- 
tion and initiative can be stirred most effectively by concrete examples of 
audit accomplishments in the various fields of investigation suggested by 


the program and in varying types of manufacturing establishments 


The most frequent, significant, tangible cost reductions in ordering and 


purchasing have been accomplished in the specific areas of: 


1. Quantity determination 


2. Transportation. 


3. Material substitutions or specification changes 
4. Prices and extra charges. 
ORDERING (QUANTITY DETERMINATION 


Determination of quantity requirements is frequently a function of the 
production organization rather than the buyer. Unless communications 
between these groups are completely etfective, weird buying situations may 
develop. In one instance, an enthusiastic buyer took full advantage of an 
excellent quantity price on special wiping cloths and, without checking the 
current usage rate, ordered a twenty-five year supply. On the other extreme, 
five consecutive purchase orders were placed for five identical gear equip 
ments at a price several thousand dollars higher than the price of a combined 
order. This was a handy but expensive way to keep all paperwork on the 
five production orders properly segregated by job. In this case, the vendor 


was both alert and honest and suggested that the orders be combined 


Sometimes several different manufacturing, sections in the same plant 
utilize identical parts or supplies and each orders its own requirements 
To obtain the benefits of quantity prices, it may be feasible to carry a 
common stock of these items on which all manufacturing sections may 
draw. If this is not practicable, there must be some means of bringing 


material requisitions together at a single point to permit combined ordering 
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The auditor is blessed with the advantages of hindsight, the time to ex- 
plore ordering policies and practices, and the facilities for evaluating the 
dollar effect of these practices. He must be constantly mindful, however, 
of inventory control policies and always consider the benefits of ldwer prices 
in relation to the warehousing, handling, and capital costs of carrying larger 
stocks. 

TRANSPORTATION 

The cost of transporting incoming material can be a major item which 
may be overlooked as a necessary but noncontrollable evil. Premium methods 
of transportation may initially be adopted for good reasons. Delivery 
requirements may be urgent. Facilities for handling carload quantities may 
be overloaded or unavailable. Inventory control requirements may govern 
the frequency and size of incoming shipments. However, the conditions 
which initially require air express or other expensive modes of transporta 
tion may change quickly and often, sometimes without fanfare and without 
adequate notification to the purchasing organization. Such changes afford 
the alert auditor an opportunity to make real contributions toward economy 
of operation. During one audit, an auditor was able to effect a $25,000 annual 
reduction in transportation costs by suggesting (1) consolidation of certain 
incoming shipments, (2) shipment of one item by rail rather than truck, 
(3) elimination of specific transit insurance coverage which was already 
provided by a blanket policy, and (4) negotiation of consistent transporta- 
tion terms with one vendor. Substantial savings have been accomplished by 
eliminating premium methods of transportation when the need for expedit- 
ing shipments has disappeared. Economical long-distance shipment by coastal 
or inland water routes is sometimes feasible where time and location factors 
are found to be favorable. 

This approach might tend to imply that every auditor should be a fully- 
experienced traffic expert. Here, as in other areas outside the normal experi- 
ence of financially-trained men, the auditor’s value lies in his imagination, 
common sense, business judgment, and ability to analyze. His job is to 
find the problem, analyze it, and bring it to the experts for solution. In so 
doing, he may quite possibly become an expert of sorts, but his expertness 
is usually the result of his audits rather than a prerequisite to them. 


MATERIAL SUBSTITUTIONS OR SPECIFICATION CHANGES 

Only in rare instances does the internal auditor have a background of 
engineering and manuiacturing experience which would qualify him to 
undertake a technical value analysis of materials or parts with a view toward 
cost reduction through changes in specifications. However, even without 
technical training, the auditor who keeps his eyes and ears open may carry 
from one assignment to the next the knowledge along these lines that has 
come to him through observation, and he may frequently be able to direct 
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the attention of the technical experts to productive areas of inquiry and 
investigation. An auditor, who knew nothing of the technical aspects of 
screw manufacturing, learned from talking with the purchasing people that 
substantial cost reductions were going to be realized through buying cer- 
tain bolts and screws produced by a cold head process instead of the cus- 
tomary screw machine method. On investigation, the auditor found that 
large orders for bolts and screws produced under the more costly process 
were still outstanding. The specifications on these orders were changed 
and a cost reduction of $50,000 was realized. 

\nother inquisitive auditor visited the assembly area of a plant to see 
for himself how a particularly expensive copper and brass part was being 
used, since large quantities of this part were being purchased. He inquired 
as to the electrical or corrosion-resistant characteristics required in this 
part and found that its function was purely mechanical. The possibility of 
substituting a steel part was discussed with the responsible engineer, who 
initiated a change in specifications which resulted in an annual cost reduction 
of more than $100,000. 

For every productive audit inquiry there are probably several which 
yield no results. No auditor should be expected to bat 1.000, and the oppor- 
tunities for contribution may entail some risk of embarrassment. An enthusi 
astic young auditor took riote of numerous purchases of one-foot pieces 
of fine braided steel wire which cost $1.00 per piece. The wire was specially 
manufactured to withstand a 700-pound pull. The auditor visited the factory 
area and learned from the foreman that the actual pull on this wire when 
assembled was in the order of 2 to 3 pounds. The triumphant auditor, with 
visions of substituting 10c shoestrings for $1.00 wire, presented his case 
to the chief engineer. He emerged several minutes later on the run, chas- 
tened, deflated, and fully educated to the fact that one does not jeopardize 
quality, durability, and customer appeal of a $1,000 machine to save 90c. 

Sometimes even the most commonplace items may offer intriguing pos- 
sibilities. An auditor noticed that several types of hand soap were being 
used in the various washrooms at substantially different costs. In one area, 
a low-cost powdered soap was found quite satisfactory. In another building, 
this soap had been tried and found irritating to the skin, so bar soap was 
being used. In still another area, a very fine and expensive powdered soap 
was preferred. The outcome of the auditor’s inquiries was a laboratory 
analysis of various available soaps, establishment of a uniform specification 
which was acceptable throughout the company,and a reduction in expense of 
about $15,000 a year. 


PRICES 


The audit of pricing is an important and probably the most time-con 
suming phase of a procurement review. It is here that we are most likely 
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to find the first evidences of any dishonesty, favoritism, incompetence, or 
carelessness which may exist on the part of those charged with responsibil- 
ity for spending the company’s money. The auditor’s initial approach to 
this work is simply a procedural review and the checking of prices df selected 
major purchases to determine that they are accurate and represent the low- 
est cost to the company consistent with quality and delivery requirements. 

The basis for much of the auditor’s work is the file of competitive quota- 
tions and correspondence supporting purchase orders. He may find that 
orders have been placed without competition—for good reasons, poor rea- 
sons or no reasons. He may find that business has been awarded to some- 
one other than the low bidder—again for good, poor or no reasons. Any 
deficiencies in this respect should be brought to the attention of those respon- 
sible, explanations should be sought and arrangements should be made to 
obtain quotations from several sources before repeat orders are placed. 

Substantial orders for rubber parts were being placed by one plant 
either without competition or at prices higher than the lowest quotations. 
The auditor suggested that new quotations be solicited. As a result, sixteen 
parts were ordered from different sources and a cost reduction of $80,000 
was accomplished. 

\ careful review of vendors’ extra charges may be rewarding. A saving 
of $33,000 was effected by an auditor’s questioning of an extra charge 
for “plug draw” which had regularly been paid on purchases of certain 
copper tubing. The buyer was somewhat vague as to the exact nature of 
this extra operation, and his inquiry of the manufacturer disclosed that it 
was not necessary and, in fact, had not been performed at all on this par- 
ticular tubing. 

Occasionally a vendor may fail to take note of agreed price changes and 
the omission may well escape notice in routine price checking. In one 
instance, several suppliers had quoted prices on a progressive reduction 
basis under which prices were to be reduced in steps after completion of 
production of specified initial quantities. The vendors and the buyers failed 
to check the quantities delivered and no reductions were made until the 
auditor analyzed all of the quotations and deliveries. Overcharges of $28,000 
were recovered. 


These instances are representative of the variety of cost reductions which 
may be accomplished by careful audit. Usually every such instance has 
some characteristic which differentiates it from others, and it is apparent 
that the audit program cannot reasonably set forth a detailed approach which 
will be applicable in every case. The ingredients of a successful procure- 
ment audit are careful analysis, imagination, initiative, and good judgment 


The importance of careful personnel selection and thorough training cannot 
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be overstressed. Good programs and good supervision are essential, but 
these cannot do the job without manpower of the highest quality 

My discussion to this point has largely been concerned with tangible 
dollar contributions. These are important but should be recognized as a 
by-product of the principal audit objective—the determination that control 
procedures are adequate and effectively followed and that those responsible 
for spending company money are competent and honest. 

While spectacular when they occur, there are relatively few cases of 
planned misappropriations through fraudulent payments. The area in which 
there is the greatest danger and the area in which irregularity is most prev 
alent is that of commercial bribery or kickbacks. I would guess that this 
form of irregularity is more costly to business and ultimately to the con 
sumer than all other forms of fraud combined. It is costly not only in dollars 
but also in the reputation of a company with its suppliers and in the business 
community in general. It may be a demoralizing influence among employees 
and may contribute to a creeping decline in ethical standards which can be 
disastrous to a business. It may vary in form from minor gifts and enter 
taining to substantial cash payments. There is no clear and uniform defini 
tion of the ethical boundary between legitimate business courtesies and 
fraud. Without constant and forceful attention, the gray zone of border 
line transactions inevitably will expand, and it is the auditor's responsibility 
to expose to the light of day and management's attention any situation 
which has lent or might lend itself to this type of irregularity. 

The usual indications of a kickback situation are a lack of competitive 
price quotations, placement of orders at higher prices than the best available 
or other evidences of preferential treatment of certain suppliers. These are 
things that can be corrected with proper attention, and the auditor’s main 
job is to see that they are known to management and that procedures ar¢ 
strengthened to close the door to temptation. Actual proof of kickback pay 
ments is a more difficult problem. Ordinarily, no such proof will be avail 
able from the company’s own records, and only with the full cooperation 
of suppliers can these irregularities be exposed. The supplier who is making 
the payments may feel that he is being victimized and, if approached tact 
fully, may be glad to open his records to audit. These may afford the neces 
sary proof of irregularity and permit exposure or prosecution under com 
mercial bribery laws. More important than punishment, however, is the 
reassurance which prompt and effective remedial action may give that pur 
chases will be made on a fair competitive basis. 

CONCLUSION 

This discussion has touched upon a few of the opportunities which con 
front the interna! auditor in the procurement area. These are only an indi- 
cation of the magnitude of the job which should be done and can be done 
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by competent, imaginative auditors under proper guidance. The approach 


to procurement audits which has been outlined is not necessarily the only 
one or the best one, but it works. Its success is dependent on the attitude 
of the auditor and his acceptance by the people whose work he is auditing. 
He must approach his work in a spirit of friendliness, helpfulness, and 
cooperation. His criticism should be constructive, his objective to be helpful, 
not to count victims. He must never forget that he is working outside the 
field of his own expertness and that what he brings to the job is an ability to 
analyze, compare, and evaluate which can only complement, not replace, 
the knowledge and experience of the trained procurement expert. Only with 
this attitude can he truly exploit this fertile field of audit accomplishment. 








MANAGEMENT CONTROLS’ 


By JOHN H. HENNESSY 


Consultant, A. T. Kearney & Company 


The ultimate objective of controls, of which internal auditing represents 
one of the various tee hniques, is the attainment of operating objectives and 
he creation of an atmosphere conducive to further improvements. The field 
of “management controls” is one of utilizing these control techniques as aids 
to those who direct action. The author dwells on aspects that are all too often 
overlooked and stresses the importance of human relations and attitudes as 


ynificant factors in getting the best results from the use of controls 


INTRODUCTION 


I N leading into the subject of management controls, it is necessary for us 

to make certain assumptions. First, we must assume that any business 
entity has a known objective and in order to achieve this objective has 
brought together manpower, materials and facilities under some form of 
organization anc in accordance with some plan. In this assumption, we have 
also inferred three of the most basic elements or tools of management con 
trol. In too many businesses they are poorly defined, if defined at all, and 
as a result such businesses drift along pushed in whatever direction seems 


most expedient at any given moment. I believe thi 


t it is axiomatic that you 
can't control if you don't know what it is you are trying to control, any mor 
than you can hit what you can’t see 


Yet I am continually amazed by the number of large and sometimes 
profitable companies that operate on just such a day-to-day basis. In thes« 
companies there are no formal statements of objectives or rules and in fact 
the simple question, “What are your policies?’’, often elicits a knitting of 
the brows, a pause, a blush, and a hesitant “Just what do you mean?” in 
reply. In these instances it is often helpful to ask, “Is it vour policy to make 
the best widget you can at the most reasonable cost and to sell it at a competi 
tive price and at a reasonable profit?’ The look of relief that follows this 
assist, and the quick acceptance of this suggestion is truly heart-warming. 
The next question often revealing in these situations might be, “Do you have 
any formal rules or regulations in the company?” Here we usually hit im- 
mediate pay dirt, in the form of a dusty loose leaf binder with somewhat yel 
lowed pages and entitled “Shop Regulations” or “Employees Handbook.” 

Delivered at a joint meeting of the Systems & Procedures Association, Chicago, III 
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The fact that no one is quite certain what these regulations cover or when 
they were last revised just doesn’t seem very important. 


[ am sure that you have recognized that my remarks have concerned 
formal policy statements and the lack thereof—certainly important tools of 
management control. They state the objectives to be attained and furnish the 
ground rules by which the objectives are to be reached. Unless these objec- 
tives and rules are known by the people who are responsible for operating a 
business, it is rather impossible to exert any control over their activities, 
nor can these people gauge or measure their own effectiveness. Without 
policies everyone operates by ear. A good idea is put into effect because it 
is a good idea to the person who thought of it. Besides, nobody else has sug- 
gested it and it will make the job easier. 


What it may do to the guy on either side really makes little difference 
because we don’t know what they do anyway, and sometimes suspect they 
don’t either. In these situations employees usually know that there is an 
organization pattern but what it is or where they fit in to it—well they are 
just not sure. Not too long ago, I had the occasion to ask a young man in 
the sales organization of a large company the question, “How is the depart- 
ment organized and where do you fit into it?” Very confidently he started 
sketching an organization chart. After placing the Sales Vice President in 
the top box, he stopped. It seems there were two assistant sales managers 
and he wasn’t quite sure whether one was over the other or whether they 
had equal horsepower. To help out I asked which of the two he reported to. 
Whichever one was available seemed to be the answer. On what matters 
did he report to them? Well, whenever he felt they ought to know something 
or whenever he felt a decision was too big for him to make. Remember this 


is a large multi-plant corporation and making money, incidentally. 


The point is that you can’t hold people accountable who are not sure of 
their responsibility or authority. Certainly, therefore formal organization 
charts and detailed job descriptions are tools for management control. They 
tell people what tasks and which subordinates they will be responsible for, 
and what authority they will have in exercising these responsibilities. Like- 
wise, they reveal to people the persons they will be accountable to in exer- 


cising their responsibilities. Organization charts and job descriptions also 
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show the manner in which the things one person does dovetail with what 


is done by the people around him. 


Now with policies which provide the basic objectives and the rules of 
conduct to be observed in achieving these objectives, and with an organ 
ization structure to show people where they fit into the company complex 
of manpower and facilities and with instructions to tell them the what, where 
when and how of the things they are to do, we are almost in a position to 


commence our control over these people. 


ORGANIZ/. SIONAL PLANNING 


However, we must first establish our goals. These goals in all cases 
should be consistent with the broad objectives set by policy, but should be 
spelled out in detail and might even be looked upon as the short-term or im 
mediate objectives in fulfilling the broad over-all and continuing policy 
objectives. Let us refer to our hypothetical policy “to make the best widget 
possible at a reasonable cost to sell at a competitive price with a reasonable 
profit.” This is certainly a worth-while objective but, in achieving it, what 
are we going to do today, tomorrow, next month, next year, or even five 
vears from now? Obviously we need a plan or a road map to guide us along 
the way. Without such a guide, our salesmen might go out and sell a mi!o1 
widgets for delivery next month. Certainly this is in keeping with the o-»: 
tive. But if our facilities will only permit us to make 500,000 widgets per 
month, the objective cannot be achieved. Failure to make good on our deliv 
ery promise might in turn result in the cancellation of the order and the 
permanent loss of the customer. This certainly is not in keeping with our 
objective. It seems reasonable, then, that we must have a plan or operating 
budget to act as our road map. This plan must be realistic in that it must 
be based upon what we really believe we can make and sell over a reasor 
ably predictable future period. Knowing this, we can then establish what 
equipment and materials must be purchased and then, what inventory levels 
will be required, what labor and administrative forces we will need, how 
much we can afford to pay for materials and wages if we are to sell at a com 
petitive price and earn our reasonable profit ; and finally how much working 
capital we will need and how much money we will have to borrow—when we 


will borrow it, and when we can expect to pay it back 


This sounds almost too easy. The reason, of course, is that we have 
brushed over the difficulties involved in deternfining what our costs will be, 
how much material will be used, and how many labor hours will be needed 
But more about these factors later. If we assume that we have a plan and 
that our plan is based on reasonably accurate estimates of what our attain 


able performance should be, then, as we execute this plan, we will be in a 


position to measure our actual performance against the plan and to exam 


s 
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ine the differences. Also, to the extent that our individual responsibilities 
under the plan have been clearly spelled out, and accountabilities established, 
we approach closer the position to take corrective action as_it may be 
indicated. 


EVALUATION OF ELEMENTS IN CONTROL PLAN 

Yet, before any corrective action may be anticipated, one important 
and necessary process, and unquestionably a key element to the success of 
any control plan, must be undertaken. This process, for the lack of a better 
word, may be termed evaluation. In fact, our whole plan has been based upon 
a series of evaluations. We have evaluated our potential sales for the period 
of the plan, we have evaluated our costs, and our labor, material and capital 
requirements. Now as we proceed along in executing our plan and differ- 
ences between planned performance and actual performance arise, we must 
evaluate these differences. Necessarily, a re-evaluation of the plan itself 
must be undertaken along with an evaluation of the actual performance if 
we are to be able to evaluate the reasons for the differences between these 
two performances. Perhaps our plan was not realistic, or if it was initially 
realistic, unforeseeable circumstances may have made it impossible for us 
to meet the plan. On the other hand, the plan may still be reasonable but 


performance may be below par. 


The core of these evaluations is of course judgment—informed judgment 
based on information in such form as to enable management to relate the 
matters under study to their individual experiences with similar matters. 
Without skillful experienced managerial judgment, no management control 
plan can hope to be successful. Also, in case there has been any doubt in 
your minds, this explains why the truly successful top executive is indeed a 
rare bird. However, a good executive is made a better executive if informa- 
tion is presented both as to form and content in such a way as to enable him 
to relate it to his experience quickly and effectively, and to bring his best 
judgment to bear on the problem at hand. 


POLICIES AS GUIDES 


But how do we know what information is needed and in what form it 
should be? Of course, no empirical rules can be established. However, there 
are definite clues available to guide us. We have our objectives and ground 
rules spelled out for us in the form of policies. Our information must then 
be such as to reflect conformance with these objectives and rules. Secondly, 
we have our organization chart and our clearly defined areas of human re- 
sponsibility and authority. Since our plan can only be achieved through 
human effort, our information must be in such form as to reflect this human 
effort in conformity with our organization pattern. And finally, our informa- 


tion must be in such form as to simplify comparison with our plan and to 
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point up the important differences between planned performance and actual 
verformance. Because the good Lord made us all somewhat unique, con- 
sideration must also be given to the background, preferences and idiosyn- 
crasies of the executives who will be using our information. 


Through what basic processes or sources do we obtain this highly neces- 
sary information for evaluation? There are many ways, but perhaps we can 
restrict ourselves to a few of the more important ones. First, perhaps, is 
investigation or research. In order to determine what a material cost will 
he, we refer to market quotations, or suppliers’ price lists. This is a highly 
simplified example, but I believe it serves as an illustration, Then there is 
experience. After producing enough widgets, we know that our dies will 
last for one million units before requiring replacement. Thus, in determin 
ing what our die costs are to be over a period of time at a given level of 
planned production, we have an important source of information. However, 
extreme care must be exercised in using historical performance as a basis 
for future planning as the factors which have led to the historical perform 
ance must be similar in the future period or a serious miscalculation may 


result. 


Also, there is comparison of similar or like items or comparison to a 
scientific standard. To illustrate the latter, we might assume that a company 
makes steel widgets and has been asked to make copper widgets. The require- 
ment exists to determine the quantity of copper required for the order. By 
dividing the weight of the steel widget by the specific gravity of the steel 
we can determine the volume required. By multiplying this volume by the 
specific gravity of copper, we determine the pounds or tons of copper re 
quired. In this category of scientific standards we might also include a time 


study. 


MANAGEMENT CONTROL 


\ssuming that we know what information is required and what sources 
are available to us, we now become concerned with the selection of the 
sources to be used and the procedures by which we will compile, record, 
summarize, and present this information so that it will meet the require 
ments of management control. This is the area in which those of you present 
have a primary responsibility. Those of you in systems and procedures are 
mainly concerned with the development of these procedures and techniques, 
while you in internal auditing are concerned with the evaluation of theit 
effectiveness. This imposes on both of you the requirement of evaluating 
both the content and the form of presentation of the information which is 
needed in order to best promote the ends of management control. As out- 
lined above, it means that you must be fully informed as to the policies and 


organization of the company, its operating plans, and to the degree possible, 


~ 
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the personalities and backgrounds, likes and dislikes of the administrative 
and operating executives who will be using your reports. Without this 
knowledge, regardless of your technical competence, you may miss the mark 
by a wide margin in carrying out your functions. I believe that this imposes 
upon you the responsibility of continually asking yourselves these questions : 

(a) Are the reports we prepare actually being used ? 

(b) Are the people using them satisfied that they serve their individual 
needs fully and effectively ? 

(c) In what ways might they be improved? 

(d) Are reports going only to those people who have a responsibility 
in connection with the data presented therein? Should anyone else 
get certain reports or should certain reports be reduced in their 
distribution ? 

(ec) Do our reports meet the requirements of timeliness in all cases? 

(f{) Have we given maximum consideration to the theory of exceptions 
in design of our systems and our forms? 


THE HUMAN FACTOR 


In the final analysis, no matter how well a ferm or report may meet the 
requirements of internal control or regardless of how efficiently it may be 
generated, unless it is being used and used effectively by the people for 
whom it is prepared, it loses all but its historical value. There could be a 
danger in the fields of internal auditing and system and procedures engi- 
neering to establish as a goal—the conformance in your work with highest 
professional standards. It goes without comment that this aim is a must but 
it should not become an end in itself, and, where professional standards con- 
flict with effective compilation and use of information for control purposes, 
the former in most cases should give way to the latter. In the field of internal 
auditing this remark is not intended to apply to the requirements of internal 
control or verification procedures, where, of course, professional standards 
must always govern. However, it does apply to an arbitrary application of 
generally accepted accounting principles in the formulation of internal oper 
ating reports, where data could be made more useful to executives by a bend 
ing of these principles. In the field of systems and procedures engineering, 
most certainly the techniques to be employed in the development of proce- 
dures should be the most economical in the light of available personnel 
and equipment. However, in this connection it seems that recognition 
should at all times be given to the capabilities of the people who will be 
operating the system. I have found that where an employee has been weak 
and I have attempted to force feed a procedure on him beyond his native 
abilities, with the thought that if he did not measure up his reassignment 


was inevitable—it has been a very costly experience. Generally a loyal 
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and earnest employee will not be reassigned because he fails to absorb a new 
procedure, unless this failure is of material importance. Instead, a reflec- 
tion is cast on the procedure. I believe that generally this is as it should be, 
and that in our effort to save our companies’ money and to improve efficiency 


it behooves us not to lose sight of the human factor. 


TOOLS FOR CONTROLLING 


\With respect to the tools available to management for controlling, we 
have discussed the four most often overlooked and yet perhaps most im 
portant ones. These are policy manuals, organization charts, detailed job 
descriptions and operating budgets. Below these are a host of others with 
which you are probably all familiar. The following, however, appear t 


deserve sume commentary in passing : 


(a) Standard Costs 


Standards are merely measures of that performance which can reason 
ably be expected through the efficient use of available manpower, materials 
and facilities, and to which numerical values are assigned. I feel they are 
basically engineering in nature and their development is properly the func 
tion of industrial engineering. Once standards are established in terms of 


hours and materials, it would then appear to be the function of account 


man 
ing to assign money values to them and to provide such accounting tech 
niques and procedures as will point up any differences between actual per 
formance and the performance established by these standards. Likewise the 
accounting presentation of these differences would appear to be ideally made 


in such a manner and in such detail as to enable operating personnel to 


+ 


j 


locate quickly the causes for other than standard performance. 

Because of their very function of delineating between good and poor 
performance, it is obviously important that standards be established with a 
good knowledge of the engineering and manufacturing facts involved to the 
end that they do, in reality, reflect reasonably attainable performance. In 
keeping with this concept, the determination of the elements of material and 


41 


labor should be such that, under normal conditions of operations, the material 





and labor going into a given unit will be either at or very close to the stand 
ard. If the standards are established without recognition to such factors as 
. normal degree of spoilage, operator fatigue and practical machine capacity, 
then standard performance will never be attained and the resulting variances 
will be meaningless as instruments for control. On the other hand, if a 
standard is so set that it can be attained at less than reasonably attainabl 
operating efficiency, actual results will always equal or exceed standard, thus 
creating the misleading impression that good performance is being attained 


when this may not be in conformity with the actual facts. Logically, standards 














22 The Internal Auditor 


should also be based on what is believed to be the best method of produc- 
ing a given unit in light of the available manpower and facilities. If the stand- 
ard is based on a method of production other than the most efficient one, 
considering existing facilities, standard performance may be recorded in the 
accounts on what again might well be far less than reasonably attainable 
performance. 


It would appear then that standards, to be effective, should be developed 
through the joint efforts of engineering and accounting. To assure strict 
objectivity in their establishment, it seems logical that personnel who will 
be responsible for attaining the standards in an operating sense, should not 
have final responsibility for setting the standards. This function seems better 
performed by persons operating in a staff capacity. This does not mean that 
operating personnel should not have a voice in setting standards. On the 
contrary, they should be consulted as to methods and procedures to be used 
and as to the reasonableness of any proposed standard. Wherever possible, 
their acknowledgment as to the fairness of a standard should be obtained 
before it is made effective. However, where differences of opinion exist, the 
staff person charged with the responsibility for standard development must 
have the power of final decision, subject to review by a top manufacturing 
executive in the company. The person charged with this standard-setting 
responsibility must be a person with objective judgment and with a suitable 
industrial engineering background. He must be able to analyze methods, 
work flow, machine capacities, and operating rates, and must have a certain 
intuitive sense in evaluating his own efforts which only comes from expe- 
rience. (The participation of labor unions in setting standards has been 


intentionally omitted from discussion here. ) 


In many cases where the basic production engineering data has not been 
available, accountants have attempted to provide some measure of efficiency 
by employing historical costs and comparing them with current costs. Laud 
able as this effort might be, in many instances it acts only to compound a 
felony. Take the obvious case where historical performance has been far 
below that which should have been attained at reasonably efficient rates of 
operation. Any favorable comparison of current costs to standards based on 
such historical costs might, and probably would, be highly misleading. On 
the other side of the coin, a standard based on historical cost data might 
reflect the operation of a new piece of equipment or the performance of a 
highly skilled and experienced employee. Heavy subsequent usage of equip 
ment may well have reduced its rate of efficiency or capacity, and the highly 
skilled employee may have been replaced by an employee with only normal 
skill. In this situation an apparently unfavorable comparison of current cost 
to historical standard costs would lead to the inference that reasonably good 


performance was not being attained. However, in light of the existing fac- 
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tors, as outlined above, the performance being obtained might well be all 
that could be reasonably expected. 


It is not to be assumed from these comments that historical cost data 
are not useful in controlling costs. Many cost factors do not lend themselves 
to engineering analysis and in these instances, historical costs adjusted for 
known changes in price levels and operating factors furnish the best criteria 
for measuring current efficiency. Particularly is this true in the budgeting of 
selling and general administrative costs. The blending of these two ap- 
proaches, that is, historical and analytical, requires more than ordinary skill 
and experience, and a high degree of familiarity with the product, methods, 
equipment and people involved. 


In some instances accountants have employed standards which were 
originally established on a sound engineering basis, but currently do not 
reflect operating conditions due to equipment depreciation, plant rearrange 
ments, and many other factors which materially influence good attainable 
performance. These factors illustrate the need for a continuing engineering 
audit of standards once they are established, to insure that they do, in fact, 
continue to represent reasonably attainable performance in the light of all 
current factors. Adjustment of standards with changes in labor rates and 
unit material costs logically’is the province of accounting and in most cases 
these adjustments, while involving a tedious clerical effort, do not pose 
serious technical problems. 


(b) Material and Labor Variances 


These are accounts which are used to record the difference between 
actual direct costs and the predetermined standards developed as outlined 
above. Generally they are of two types: first, those resulting from changes 
in material prices and labor rates and sometimes referred to as price vari 
ances. Secondly, there are those variances which arise from the use of mor 
or less than the standard amount of material or from the employment of a 
greater or lesser number of man hours than specified in the standard and 
sometimes referred to as efficiency variances. An adequate number of effi 
ciency variance accounts should be employed so as to break out in operating 
reports the important causes for other than standard employment, thus 
simplifying the corrective task for operating personnel. 


(c) Flexible Overhead Budgets 


These budgets are nothing more than a tabulation of the various over 
head expenses which should be incurred by a department or cost center at 
various levels of activity or productivity. Periodically, usually weekly or 
monthly, the actual expenses incurred are compared to these budgeted 


standards and the differences are carried to variance accounts. Overhead 











24 The Internal Auditor 


expenses, as other expenses, are normally classifiable into these three major 
categories: fixed, semi-fixed and variable. The determination of the fixed 
overhead costs is in the over-all not too difficult and involves, chiefly, insur- 
ance, depreciation, taxes and certain supervisory wages. Likewise, alloca 

tion of these expenses is usually not a difficult procedure. Similarly, the 
truly variable elements of overhead are most often readily identified. How- 
ever, ini between lie a large number of costs or expenses which are partially 
fixed and partially variable. In establishing standard or budgeted rates for 
these expenses, there is a need to determine by analysis of the physical fa 

tors involved the amounts of these expenses which should be incurred at 
normal rates of efficiency at various levels of activity. The use of historical 
relationships in these areas may very well result in the establishment of over- 
head standards which are either considerably too high or too low for any 
given volume of production. For this reason, engineering assistance is most 
often needed in the development of standards for these overhead expenses. 
\ characteristic of most semi-variable expenses is their tendency to follow 
a step-like pattern in relation to productivity or such other basis of variabil 
ity as may be employed. An example of such an expense might be supervisory 
wages. Historical investigation in a given case could show that as plant 
activity has increased above certain levels, additional working foremen were 
added to the force. At still a higher level, further additional supervisory 
employees were added. However, between these levels the supervisory forces 
remained stable. Thus, the trend of these expenses, if plotted on a graph, 
would follow a step-like pattern in relation to plant activity. 


Generally it is not feasible to construct variable budgets beyond the 
ranges of normally expected activity even though it has been tried with ques- 
tionable success in some cases. For example, it would be extremely difficult 
to determine what expense levels should be maintained with a plant in a 
stand-by condition, or contrary-wise, what these expense levels should be 
on a three-shift operation where the normal expected range of operation was 
not anticipated to exceed, and never had historically exceeded, two-shift 
operations. For this reason, variable budgets are usually constructed to cover 
only that range 


f activity which can reasonably be expected in light of 
current and historical experience. Normal activity or 100 per cent capacity 
is developed in many ways depending on the circumstances. One method 
involves the productive man heurs or direct labor costs in each department 
at a level of employment to normally utilize the departmental equipment 
for a 40- or 80-hour week. 


(d) Overhead Variances 
These are accounts which record the differences between the standard 


overhead at any volume and the actual overhead expenses incurred. They 


are of two general types: (1) Variable variances which record the differences 
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between standard and actual amounts of those expenses which vary with 
levels of operations. Examples of these would be supplies and perishable 
tool expense, indirect labor expense, and idle and waiting time (2) Volume 
variances which record the differences between actual amounts and standard 
amounts for those expenses which are fixed in nature. Examples of these 
would be depreciation, taxes and insurance. Within the variable expenses are 
often two sub categories of expense—controllable and non-controllable, and 
the efficiency of a department head is usually measured by reference to the 
controllable items only. The variances to be used in any given situation would 
be dependent upon the type of enterprise involved and the background and 
abilities of the supervisory personnel to understand and to use the informa- 


tion as presented. 


(c) | ‘ariabl Costs 


These are all the costs and expenses, including manufacturing and sell 
ng and administrative, which remain constant or nearly so for any given 
unit of production. As a result, they tend to increase and decrease rathet 


directly with production of the unit 


) Variable Margin 


This is the difference between the selling price and the variable cost for 
any unit or units of production. This margin must be sufficient to cover the 


fixed costs allocable to the unit and the anticipated profits to be earned o1 


the unit. 


This term is applied to all costs and expenses including manufacturing 


1 


sales and administrative which are constant or nearly so, regardless of vol 
ume, and accordingly, decrease on a unit basis with increases in activity and 


increase on a unit basis as activity declines. Because of their nature. the 


are normally taken up in the accounts on a uniform basis throughout ar 


accounting peric rd. 


The use of this type of segregation of costs and expenses is highly help 
ful in: 

1. Determining the effects of volume on profits 

2. In determining pricing policy. 
3. In determining the potential effects of fixed asset acquisitions on costs 


and profits. 


Recently, much attention has been given to a method of cost accounting 
known as direct costing. This concept has many useful applications from an 
operating point of view. However, it has not as yet and probably will not for 


the foreseeable future be acceptable for financial accounting purposes. Bas 
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ically, it provides for the treatment of all fixed costs as “period costs.” That 
is, those costs which are fixed in nature are written off to expense during 
the periods in which they are incurred and no portion of these expenses is 
carried over to the inventories. Time does not permit a more detailed ex- 
planation of this concept of costing ; however, for those of you who are inter- 
ested, there are many articles which have appeared in recent accounting 


journals, which deal rather thoroughly with this subject. 


MEMORANDUM REPORTS 


In addition to the foregoing control devices, there are a multiplicity of 
daily and weekly reports prepared on a memorandum basis and used in 
exercising management control. Illustrative of these reports are the follow- 
ing: 


1. Daily total labor and indirect labor. 


~ 


2. Daily departmental labor efficiency—that is hours worked to hours 


earned. 


w 


Daily sales report by product lines. 


Daily cash receipts and disbursements. 


_- 


5. Daily report of purchase commitments. 
6. Daily report of orders received and cancelled. 


7. Daily scrap and spoiled material reports. 


These reports are generally for operating executives and are summar- 
ized for longer periods as we go up into the administrative echelons of the 
company. In this connection a highly important aspect of management con 
trol is a proper report structure wherein detail of information is successively 
condensed and summarized as we move away from the people directly re- 
sponsible for the control of given expenses. For example, a departmental 
foreman is highly interested in the daily efficiency report for individual 
workers under his control. The shop superintendent is equally interested in 
daily efficiency but probably by departments rather than by workers, 
whereas the works manager might only be interested in departmental effi- 
ciencies on a weekly basis and top management on a monthly basis. It is sur- 
prising how often we find the president of a company receiving a welter of 
detailed reports which he automatically and absent-mindedly sweeps off his 
desk as received. And yet these same presidents may have some serious ques 
tions, the answers to which lie hidden in the detail reports they discard. If 
tnese reports had been properly summarized with only the important facts 
set forth, much clerical labor might have been saved and certainly more 
effective management control would have resulted. 


There is one aspect in the preparation of control reports which I have not 


mentioned simply because I am certain you have been saturated with it. This 


is, of course, the theory of exceptions. It makes sense in that the mass of 
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routine which fits the normal pattern of events is excluded from scrutiny 
under this technique and only those items which are above or below stand- 
ard are highlighted in reports. The time and money saved through the 
sound application of this principle can be tremendous. 
CONCLUSION 

Today we find both internal auditing and systems and procedures ex- 
panding their spheres of influence, and attaining new acceptances as valuable 
members of the management team. There was a time, and not too long ago, 
when many companies regarded these efforts as purely technical. Today, 
however, through a demonstration of their effectiveness in reducing costs, 
improving efficiency, and furnishing management with effective tools for 
control, their position seems to be shifting from the somewhat limited status 
of technical staff functions to the more broad and desirable position of a man 
agement executive role. In bringing about this transition in many cases it 
has been necessary to enter into unchartered waters. It has called for imagi 
nation, creativeness, persistence and above all for tact and salesmanship. 
There are still much greater opportunities over the horizon, To capitalize on 
these opportunities, I believe, is going to require that you keep one eye on 
the big picture and that you continue to broaden yourselves to meet the 
increasing responsibilities which many managements have indicated they 
are willing to place on you, This means that, in a sense, you must become 
accountants, industrial engineers, and sales managers. One way of ap- 
proaching this involves getting to know the people in your companies who 
do these jobs, and to know them well enough so that you can understand 
what kind of people they are, and gain an appreciation of what can be 
expected of them, what they need, and how you can better serve them. It 
means that you must come to know your companies well if you don’t already. 
You will need to know intimately your company’s history, its progress in 
the industries it serves, and the progress and changes in these industries 
themselves. To the extent that you are informed on these matters you will 
be better able to predict how your company’s position with respect to growth, 


} 


markets, and products may be expected to change and to anticipate the 


need for corresponding changes in current procedures, reports, and manage- 


ment control tools. 


\nd finally, you must not lose your sense of humor. It is frustrating at 
tines to see obvious instances of inefficiencies perpetrated while you stand 
by unable to sell exactly the right curative. ln these cases I believe a sens« 
of humor coupled with gentle pressure eventually wins the day. Also, I think 
we must all have faith in our companies and the people who head them. | 
have found myself in the past too quick to write down a president or vice 
president who could not or would not appreciate what to me was a crash 


item. A quick glance at the responsibilities and the pressures to which these 



























28 The Internal Auditor 


men are subjected, and a moment's thought as to the loneliness of their posi- 
tions is a wonderful remedy for this bad habit. 


It is important, too, that we all recognize that we each individually are 
a vital and important cog in this booming economy, and that if it should 
fall apart we could not escape our share of the responsibility. After all, with- 
out this feeling, what we do would be pointless. We really cannot afford th 
luxury of assuming that our jobs are not important or that our contribu- 


tion is not recognized even though it is easy to feel this way at times. 


Without individual talent, initiative, confidence and desire to do a job on 
the part of people at all levels of the executive chain, then the tools of man- 
agement control will in themselves produce little. This is a highly important 
thing to keep in mind. 


So perhaps one last facet of our jobs to which we should give continuing 
attention is the matter of morale. If we are cheerful, helpful, humble and 
sympathetic in our approach to the people with whom we work perhaps we 
will succeed in many areas where before we have failed and will help in mak- 
ing management controls the living dynamic term it must be if it is to serve 


its intended purpose. 





THE AUDIT REPORT’ 
By GORDON SEVERA 


Chief Internal Auditor, Northern Natural Gas Company 


é ; 
Careful preparation, persuasive presentation and good writing are essen- 
; 


, , ; 
lial to effective reporting. The author offers many useful hints 


wide professional interest. 


B PTieR report writing 1s one of the auditing profession’s greatest 
needs. 


The subject of audit reports—the way they are written—is extremel 
unportant. The task of report writing is not given enough attention in mat 


companies. The results of a job involving many hours of effort and many 


dollars of audit cost may depend on the audit report. The reader depends 
on the report as a basis for evaluating operations and making decisio1 


Che report is the main indication by which other departments judge the us 


ess of the internal auditor's work. You may be a good auditor, worl 


rd, and have good working papers, but you are judged by the report yor 
deliver 

What can we, as staff auditors or as audit supervisors, cd ) 1) 1 
ing better reports? Let’s look at some specific steps that we can take toward 
improving our reports. 
&. WRITING S7YLE 

(ne o e big pt blems cot ected | iudit ep t r ] 1 
of business communication—is writing style. Many peopk 


apable at expressing themselves in a face-to-face conversati: 


ipproach completely when they try to express their thoughts on paper 


Improvement along these lines is difficult to achieve { ( ln 
ichieved 

Assuming that the information selected for inclusion in an audit report 
is no more or no less than is needed to put across the important points and 
that all informatiot is correct, the success of an audit report depend on the 
writer's style. By style we mean the choice of words, the lengt f sentences 
and paragraphs, and the way in which the words, sentences and parag1 


are arranged in the report. 
The federal government has taken quite a bit of abuse on the subject 


* Delivered at a meeting of the Ak-Sar-Ben Chapter of Tue Ins UTE OF INTERNAL 
\UDITOR Oma! Nebras} 
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of confusing communication. The following story about government 
terminology (from “The Toastmaster,” March, 1955) gives a worthwhile 


lesson in writing style: : 


“Words can be very confusing, as in the case of the plumber who 
wrote to the National Bureau of Standards. He said that he had found 
that hydro-chloric acid opened plugged pipes quickly, and asked if it 
was a good thing to use. The Bureau replied : 

“*The uncertain reactive processes of hydro-chloric acid place pipe 
in jeopardy when alkalinity is involved. The efficacy of this solution is 
indisputable, but the corrosive residue is incompatible with metallic per- 
manence.’ 

“The plumber wrote back and thanked the Bureau for telling him 
this method was all right. Disturbed about the misunderstanding, the 
scientist showed the correspondence to his boss, another scientist, who 
immediately wrote the plumber : 

“*Hydro-chloric acid generates a toxic residue which will produce 
submuriate invalidating reactions. Consequently, some alternative pre 
cedure is preferable.’ 

“Again the plumber wrote to say that he agreed: hydro-chloric acid 
worked just fine. Greatly disturbed, the two scientists took their prob 
lem to the top boss. The next day the plumber received a telegram: 

“*DON’T USE HYDRO-CHLORIC ACID. IT EATS HELL 
OUT OF THE PIPES.’” 


Some people believe that correct grammar, spelling and punctuation will 
achieve clear, simple writing. This is a mistake. Good grammar, spelling and 
punctuation are always necessary, but the lack of them is not the cause of 
ineffective writing. The chief causes are repetition, tangled work order, too 
many adjectives and adverbs, weak verbs, long sentences and paragraphs, 
and the passive voice. 


\What are the factors that make for clear, simple, effective writing? The 
following techniques are among the most important : 
1. Use simple, understandable language. Avoid professional terms 
Choose words that precisely express your thoughts. 
2. Keep sentences short. 
3. Be personal and active. 
GORDON SEVERA received his Bachelor of Science degree in Business Admin- 
istration at the University of Omaha, in 1951. He has held the positions of Tax Ac- 
untant, Job Analyst and ts presently Chief Internal Auditor of the Northern Natura 
Gas Company 
Mr. Severa is a member of Tue Institute or INTERNAL Avupitors and the Amer- 


ican Gas Association 
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4. Recognize the needs, desires, and capabilities of the reader and adapt 


your writing to him. Be tactful. 
. s 


Use Simple Language 


You are writing to someone you know, and who knows you. Be yourself 
Write the way you talk. Dictate the report if you think that will help. Keep 
your wording simple, specific and strong. 

Long words are not objectionable because they are long, and often a 
long unusual word is just right. But when they pile up, they detract. Our 
English language is basically one of plain short words. Don’t be afraid of 
repeating a certain word if that word seems to be the only simple way of 


clearly expressing your meaning. 


\void the use of auditing and accounting terms. Never assume that the 
reports you write for management will be read by people who are as familiar 
with technical accounting terms as you are. How many people outside your 
accounting department know what “foot,” “confirmation” and “internal 
control” mean? Point your reports in the direction of the reader with the 


least knowledge of technical languag« 
s s 


Don't use vague words; be specific. Most executives are cost conscious 
The statement, “Inventory at Northwest Division appears excessive,” does 
not cause much excitement. Interpret the situation into the savings possibl 
if your recommendations are followed. Say “A reduction in the inventory 
will increase working capital $100,000 and give 10,000 square feet of addi 


tional storage space.” 


Don’t beat around the bush. Avoid expressions like “it appears” and 
“tests indicated.” They sound as though you are not completely sure of your 


self. Use ““we found” or “we believe.” 


Keep a good dictionary and a Roget’s Thesaurus handy when writing 
Use them. They will help you to use words that convey your thoughts pré 
cisely. 

K ce P Se niences S hort 
Keep your sentences short. They should not average over twenty words 
° ° Ss » 


You probably do not talk in long sentences. Why write them? 


long sentences are sometimes necessary. Usually, however, it is easier 
to maintain clarity of meaning by using two or three short sentences. The 
short sentence carries a punch. Wake up the reader by following a group of 


long sentences with a short crisp one 
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Give your ideas to the reader one at a time. When you have many 
thoughts to convey, resist the temptation to link one to the next with such 


words as “and,” “but,” “or,” “however.” Too many connectives bewilder 
the reader. When you come to the end of one thought, put down a period 


and begin a new sentence. 


Long parenthetic clauses often confuse the reader. A long clause between 
the subject and verb sometimes break up continuity and forces the reader to 


go back and reread the sentence in order to get the meaning. 


Break up the report into short paragraphs. Short brief paragraphs pro 
vide the reader with frequent mental rests. Because the reader may look 
away for a moment and easily find his place again, the narrative is more 


easily followed and digested. 


Be Personal and Active 

Use the active voice instead of the passive. I believe that the major fault 
of many report writers is the constant use of the passive voice. Use personal 
pronouns, and active verbs will naturally follow. This will help to humanize 
your writing. The passive voice leaves the reader talking to a blank wall 
rather than to somebody. Instead of “it is recommended,” try “we recom 
mend,” and for “reference is made to,” use “we refer to.” The plural pro 
noun “we” is better than the singular “I” because an audit is a group effort 
Adapt Your Writing to the Reader 

Develop the ability to be conscious of how the words you are writing 
will sound to the reader. Clarify those areas where the reader may not quite 


understand or may not be completely convinced by your argument. 


Make your audit reports dignified and tactful. The essential purpose of 
the audit is to point out opportunities for improvement. Hence, you discuss 
fully those operations that have weaknesses. Unless occasional praise is put 
into the report, the overall atmosphere may infer that the affairs audited 


consist of nothing but inefficiencies. This is usually not intended. 


Criticism, no matter how constructive, must be phrased in diplomatic 
anguage. Carelessly worded criticism arouses the antagonism of the parties 
concerned. One of the best reference books available on the subject of tact 


is the late Dale Carnegie’s ‘““How to Win Friends and Influence People.” 


The audit may disclose that a recommendation made in the previous 
audit report has not been acted upon. Unless your recommendation covers a 
violation of Company policy, think twice before you remind a reader that 
you told him about this situation at the last audit. Maybe you did, but you 
did not convince him that something should be done or he would have done 


it. If you still feel that the subject is important, try a different presentation. 
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While writing your report, remember that the reader of the audit report, 
like the customer, is always right. If the reader thinks the report is dull and 
uninteresting, it is dull and uninteresting. 

Publications on Writing Style 

A good reference on the language of audit reports is the pamphlet 
“Suggestions for Improving the Language of Audit Reports” by Laura 
Grace Hunter, Report Editor of the Corporation Audits Division, General 
\ccounting Office of the Federal Government. This pamphlet is for sale by 


the Superintendent of Documents, U. S. Government Printing Office 


Three books that are helpful in improving writing style are “The Art of 
Plain Talk” and “The Art of Readable Writing” by Rudolph Flesch and 
“The Technique of Clear Writing” by Robert Gunning. 


2. CONTENTS 
Reporting by Exception 

The idea of management by exception can be applied to the writing of 
audit reports. So long as operations take place according to plan, there is 
no need for top management consideration. The executive is given reports 
only on exceptional matters, coupled with some highly condensed summaries 
of operating results. In this way, he is able to assume that activities are pro 


ceeding normally unless he receives a report to the contrary. 


In reporting by exception, guard against developing a negative attitude 
Comment briefly on items that are being exceptionally well handled. It is 
not enough to rely on the lack of criticism to indicate a satisfactory condi- 
tion. Giving credit where credit is due improves relations with the depart 
ment concerned. It also gives management a fact in which they are interested 
Summary of Re port 

It is wise for us to assist the reader by giving a thumbnail sketch of the 
significant findings and recommendations contained in the report so that 
he can find more complete information in the detailed report if he is inter- 


ested. 


One page of highlights of the report is usually enough. There is a cer 
tain psychological advantage in having the summary complete on one typed 
page. The reader will see at a glance that he can get the important facts by 


reading only one page, and will be apt to read it immediatel 


Introductory Information 

Include a section giving a brief picture of pertinent operating changes 
since the last audit. On initial audits, include some historical data. This sec- 
tion will help to orient the reader so that he can better evaluate the report 


contents. 
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When you report on an operational audit, give a brief description of the 
activities of the department. Give the objective of the department, number 
of employees, and annual expenditures. . 


Scope of Examination 

In this section, convince the reader that he can rely on the report, but 
do it without giving a detailed account of each step in the auditing process. 
A brief outline of the areas audited is sufficient for recurring audits. More 
detail is required for initial audits. The report does not usually need to refer 
to the extent of verification or the audit procedures. Management is generally 
not versed in auditing principles nor qualified to judge the adequacy of audit 


coverage. 


If you feel that the reader.does not have complete confidence in internal 
auditing, tell him what you did. Write the audit steps in language he can 
understand. Call this section “Appendix of Audit Procedures” or something 
similar. Refer to this section by a statement such as “Our procedures are 
described in Appendix of Audit Procedures.” After he has read the report, 
ask him if he understands what you did. If he does understand and is con 
vinced that your examination is adequate, you will not need to prepare a 


detail of audit procedures in subsequent reports. 


Audit Findings and Recommendations 

Keep the report short and concise. Don't write your report like a gov- 
ernment directive. The Gettysburg Address required only 266 words. The 
Ten Commandments, 297 words. The Declaration of Independence, 300 
words. And the O.P.A. Order to reduce the price of cabbage, 26,911 words 


Keep the report short and concise, but do not leave out important facts 
If something is worth mentioning in the report, tell the whole story. Do not 
make it necessary for the reader to decide what the facts are. Describe cases 


by using specific examples and actual dollar amounts. 


In this section tell “why” and “how.” Tell the reader why he should act. 
Then suggest a course of action. Translate the “why” of his action into dol- 
lars. Tell the reader the savings possible by adopting a new procedure. If 
internal control is weak, tell the reader the value of assets subject to manipu- 
lation. By approaching the “why” in this way, the immaterial exceptions will 


disappear from the report. 


Make several presentations rather than one all-purpose tabulation. Do 
not include long, detailed tabulations in the main body of the report. If they 
are necessary, present them as exhibits to follow the report. Do not use a 
tabulation when a sentence will suffice. On the other hand, avoid paragraphs 
with a great deal of figures interspersed with words. A tabulation is much 
clearer. 
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Graphs and charts are an effective means of illustrating audit findings 
and recommendations. Use them to compare costs between : 

a. Financial periods. 

b. Districts or divisions. 

c. Your company and industry averages. 


Che presentation of a quantitative comparison may clearly show the rea 
son for a recommendation that otherwise might have been obscure. In pre- 
senting this comparison, the use of a graph or chart often puts across your 


point better than a narrative description or a tabulation. 


3. PREPARATION 
Proper preparation makes report-writing shorter and easier. It alsé 

insures that the report is complete and accurate. Make the preparations in 

the field to write the report. If you find you need additional information, 
you can still obtain it easily. Steps to follow are 
1. Whenever an exception is found during the course of the audit, note 
it on a summary sheet. Next to each exception put your recommenda 
tions on how to correct it. 

2. At the end of the field work, review your exceptions and recommen 
dations. Be sure you have the complete story on each exception in the 
working papers. Did you do enough work to be sure? 

3. Be sure of the facts. Nothing shakes management’s confidence it 
internal auditing as much as an obvious error in a report. 

+. Arrange a conference with jocal management. Present your find 
ings and recommendations. Mix some good points in with the bad 
ones whenever possible. Ask for their recommendations. If you accept 
their suggestions, give them full credit in the report. Try to reach a1 


agreement on the best recommendation for each exception 


This discussion with local management may alter your ideas. Their close 
association with the subject may enable them to point out inaccuracies i 
your opinions or may disclose additional facts that show your proposed re 


visions to be impractical. 
Make notes in the working papers on the results of the discussion 


4. WRITING THE REPORT 


Start writing the report while you are still on the job. Try to decide 
which exceptions and recommendations you want to put into the report 
before you leave the field. The exact wording of the report can be perfected 


later. 


Deliver the report as soon as possible after the field work is completed 
Request action, through the report, before the reader loses interest 
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Think 

Have something definite to say before you begin to write. 

Think of the reader. How much detail does he want ? What kind of word- 
ing will he understand ? 
Organize 

Outline the proposed report. Put down the section headings for the 
report. Under each section heading put short descriptions of each idea you 
want to include in that section. 
Resear / 

\fter you get back to your office, look at your recommendations once 
more. Check other audit reports for similar problems to see how they were 
handled. Consult the company dibrary and the public library, if it will help 

Make the recommendation that is best as of today. Your recommendation 
may have been the best one last year, but someone may have found a better 


way by how, 


Write the First Draft 
Write the first draft of the report as soon as possible after you complet 
the audit. The problems of the audit engagement will still be fresh in your 


mind. 


Rewrite 
he first draft is seldom an entirely good report. A good report results 
from the author’s willingness to edit and rewrite as many times as necessar\ 


] 


to convince himself that the final version is his best effort. Keep striving to 


obtain the five C’s of gor «| writing be correct, complete, clear. concise and 


— 


courteous. 


Editing 

Submit the final draft to your supervisor only after it is in finished form. 
He may suggest some changes that will require rewriting. 

Writing good audit reports is not something that can be learned by 
memorizing a few simple rules and following them. Good writi1 g require S 
hard work. Fortunately, the more good reports you write, the easier it be- 


comes to write well. 


5. TRAINING THE WRITER 


If you are an audit supervisor, you will want to train tl 


taff to write good reports. Poor report writers place a burden on the audit 


e men on your 


supervisor. 


There are four ways you can help them: 


1. Bea good report writer yourself. Make your reports an example for 
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the entire department. Keep up with the latest thinking on report 
writing. 


- 


2. Let every staff man write his own reports. Let him finish the final 
draft before you ever look at it. Encourage him to solve his problems 
without your help. 

3. Offer constructive criticism. This can be done by (a) proper editing 

and (b) encouraging criticism. 

(a) After editing a report, explain your changes to the writer 
Give him an opportunity to rewrite. Editing in too much detail can 
be harmful. Let the writer express himself. Do not make him use the 
exact form or words you would use. 

(b) Encourage criticism from members of the internal audit 
staff, and from readers of the report. Let them criticize the report, 
and tell the writer about it. Ask the readers what they would like 
you to do to improve your reports. You are writing for the reader. 


Try to satisfy him. 


+, Circulate audit reports and current articles on report writing and 
writing style to all members of the audit staff. Encourage your staff 
to find out how people outside your company are writing 


Training an auditor to write good reports will take a lot of time. It is 
time well spent. Your writing and editing time will be reduced by having 


good report writers on your staff. 














APPLICATION OF 
STATISTICAL SAMPLING TO 
INVENTORY AUDITS’ 


By EDWARD J. KUNZ 


Supervisor of Audits, United Air Lines, San Francisco, Calif. 


For those who are contemplating the introduction of scientific sampling 
into their audit techniques, this is a timely and worthwhile article. The 
author presents a simple case study, free of abstruse statistical reasonings 
and theories, which portrays to the auditor the fact that statistical sampling 
can and does work in practice—and it isn’t as difficult as they think provided 
they receive technical assistance at the outset. 


NITED Airlines Maintenance Base at San Francisco is responsible 

for the maintenance and overhaul of all aircraft in our fleet serving 
some 67 cities from coast to coast, border to border, and Honolulu. The 
maintenance storeroom at San Francisco receives, stores and issues all of 
the spare parts and supplies needed by the maintenance base and the line 
stations to “keep them flying.” 


\ll of the record-keeping pertaining to the perpetual inventory is main- 
tained on IBM equipment utilizing punched cards and various listings pre- 
pared from such cards. The physical inventory counts are recorded on pre- 
punched IBM cards which are matched to the perpetual inventory balances. 
A listing of those items which have differences in inventory counts and 
perpetual balances is then prepared for purposes of verification and adjust- 
ment of the perpetual record balances. The Auditing Division is charged 
with the responsibility of verifying the accuracy of the inventory counts. 
This was being accomplished by test checks of the inventory counts and 
rechecks of all items having a difference value of $15 or more. 


In 1952 the maintenance storeroom had some 54,000 items in stock with 
a value of $4,000,000. With the acquisition of two new types of aircraft, 
totaling 80 units at a later date, it was expected that there would be 
an increase of some 10-15% in number of items carried in stock, with an 
increase in value of some 30%. Because of our responsibility of verifying 
the accuracy of the inventory counts of these materials, we were concerned 





*Delivered at a meeting of San Francisco Chapter of Tue INstiTuTE or INTERNAL 
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with the impact the increase in the number of items would have on the 
man-hours spent in verification of the physical inventory. Our immediate 
problem was to find a method of performing the same quality of work with 
out an increase in the man-hours we could allocate to this work. 


Study of this problem led us to investigate the possibilities of quality 
control and statistical sampling in our stores inventory audits. It was at 
this point that we enlisted the help of our Industrial Engineering Depart 
ment, who provided valuable assistance in working out the preliminary steps 
which were necessary. They assisted us in later stages of the development 
of this program and provided the formulas which we use. 


Review of our audits for the years 1951 and 1952 and part of our cur 
rent work in 1953 was made to provide statistical information. One of the 
results of this study indicated that our test counts were not representative 
of the items as a whole because: 


1, Our percentage samples from small sub-classes resulted in small 
sample sizes in which sampling reliability falls off rapidly) 
2. Our selection of items to test count was biased. 

Since we would have to greatly increase our test counts and select the 
items to be test counted’ on a random sampling basis, it was decided to 
explore the possibility of confining our verification of the inventory counts 
to the rechecks of items on the difference listing. 

Review of the difference listings disclosed that an average of 28% of 
the total number of items counted had differences. These differences were 
then classified by dollar value with the following results: 


g 
1. Over $100 5% 
2. $15 to $99.99 15% 
3. Less than $15 80% 


Because of the relatively small number of items and the larger dollar 
values involved, it was decided to recheck the counts of all items in group 
1. The items to be re-checked in groups 2 and 3 would be selected by means 
of scientific sampling which would allow us to form a dependable opinion 
about all of the items in each group. In deciding on this course of action we 
proceeded on the assumption that the counts of the other 72% of the items 
without differences had been made correctly. We felt that we were on firm 
ground here for two reasons: first, because it would take an exact com 
pensating error in paper work to offset a counting error; and second, be- 
cause the personnel doing the counting are so completely detached from 
the perpetual quantity records that deliberate mis-statements of counts are 
very unlikely. 
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In order to make our plan of statistical sampling workable it was neces- 
sary to determine what our acceptable error level was to be. This figure 
would be the number of errors in inventory counts which we would consider 
to be a normal level of errors which we might expect to find in our audits. 
Conversely speaking, it would also be necessary for us to determine the 
number of errors we would consider as being abnormal or unacceptable. 
These figures would be our upper and lower control limits. The number 
of errors above the upper control limit would be unacceptable and we would 
notify the Stores Division that all of the items on the difference listing must 
be rechecked by them. The number of errors below the lower control limit 
would indicate satisfactory performance and we would cease to make re- 
checks at that point since we would assume that the remainder of the items 
should also have a satisfactory error level. 


Again, we turned to our studies of previous years’ audits to provide the 
necessary historical data. Based upon these statistics we determined that 
an error level of 3.5% or less of an entire class would be acceptable, and 
that an error level of 7% or more of an entire class would be unacceptable. 
However, because of the number of items and the dollar values involved, 
it was decided that our rechecks of the items in group 2 would require tighter 
control and greater accuracy. In addition to the error limits, we decided 
that our plans should provide the following degrees of risk for group 2: 


1. We wanted to limit our rejecting an acceptable count to one chance 
in twenty. 


~) 


2. We wanted to limit our acceptance of an unacceptable count to one 


chance in ten. 


Due to the more flexible characteristics of group 3, our risk factors were 
established as follows: 


1. Chances of rejecting an acceptable count were set at one in twenty, 


the same as for group 2. 


) 


2. Chances of accepting an unacceptable count were set at one out of 


two. 


From our studies and statistics and with the help of mathematical formu- 
las, sampling plans for groups 2 and 3 were constructed. Samples of these 


plans are illustrated in Tables 1 and 2. 


EDWARD ]. KUNZ is Supervisor of Audits, with United Air Lines, Inc., in 
charge of the San Francisco Office of the Auditing Division. He has been affiliated 
with United Air Lines and its Auditing Division for the past twelve years. 

Mr. Kunz is a member of Tue INstitute or INTERNAL Avupbitors; has served as 
Chairman of several Committees and is currently on the Board of Governors of the 
San Francisco Chapter. 
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The use of these sampling plans requires that the selection of the order 
of items to be rechecked must be made on a random basis. This method 
gives each item an equal chance to be selected without any bias. Tables con 
taining random numbers are readily available ; the tables used in our audits 
were published by the Interstate Commerce Commission. The number of 
items for which to obtain random numbers will be governed by the number 
of items with differences in each category, or the total number of spaces on 
our sampling plan charts, whichever is the lesser. Sampling Plan I has space 
for 80 items, Plan II has space for 40 items. The controlling factor here is 
that the items in Plan I have greater dollar value than those of Plan II and 
we wish to take a larger sample of Plan I in order to obtain a more accurate 
answer. 


Where dashes are indicated in the “Acceptance” and “Rejection” col- 
umns on the plans, it indicates that no decision can be reached and further 
counts must be made. In Plan I, for example, 15 counts must be made before 
a decision to accept can be reached; four counts must be made before a 


decision to reject can be reached. 


Tables 3, 4, 5 and 6 are examples of how the sampling plans were actually 
used in our audits one year. These tables illustrate the entry of the random 


numbers and the cumulative recording of counting errors. 


Table 3 was set up on the basis that there were only 35 items which had 
differences of $15.00 to $99.99, The order in which the items are to be 
rechecked was determined by the use of random numbers, i.¢c., the number 
30 was the first number in the table of random numbers, so the 30th 
item on the difference listing was the first item rechecked. The number 
1 was the second number in the table so the first item on the difference 
listing was the second item rechecked, etc. Since no counting errors had 
been found on the recheck of the fifteenth item our plan indicated that 
the counts in that class of stock need not be rechecked beyond that point. 
It will be noted, however, that Tables 3 through 5 are all carried 


through to the last sample number after a decision to accept or reject had 


been reached. This was done to prove the answers provided by our sampling 
plans. With few exceptions (which are provided for in our risk factor) 


we found that we would continue to find the same answer 


Table 6 shows an inconclusive answer: neither to accept nor reject the 
count, but to continue sampling until a conclusion either way is reached. 
However, it should be noted that since there were only 31 items with 
differences in this group and since we rechecked all of them, the net result 
of our rechecks was the same as if we had reached a conclusion to reject 


the count. 
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In 1954 we had an increase of 12% in number of items in inventory, 
but through the use of statistical sampling we had a decrease of 27% in 
the audit man-hours spent on the inventory. Over-all, we accumulated a 
saving of 39% in man-hours expended on the audit of stores inventory. 


We believe that statistical sampling has satisfied our requirements of: 


1. Verifying the accuracy of the inventory counts 


2. Keeping our audit man-hours to a minimum. 


The plan, as we are now using it, is flexible and can be relaxed or 
tightened as we go along and see the need for such action. An illustra- 
tion of this is the fact that we now consider an inconclusive answer as an 


indication of “Rejection.” 


This application of statistical sampling has demonstrated its effective- 
ness to us and its possible adaptation to verification work on other types 
of audits. With a reduction of time expended on verification work, more 
attention can be devoted to the review of the management aspects of the 
function or department. 


SAMPLING PLAN TABLES ARE SHOWN ON THE FOLLOWING PAGES 


Random 


Number 
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SAMPLING PLAN I 


INVENTORY Dirrerence List Items $15.00-$99.99 


Cumulatizn 


Number of 


Sample Acceptance Counting Error 


Number Number Observed 
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Table 1 
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Table 2 
SAMPLING PLAN II 
INVENTORY DirrerENCE List Items Unper $15.00 


Cumulative 
Number of 


Random Sample Acceptance Counting Errors Rejection 
Number Vumber Number Observed Number 
l 
) 
4 4 
5 0 4 
6 0 4 
7 0 4 
8 0 4 
9 0 5 
10 | 5 
11 l 5 
12 | 5 
13 ] 5 
14 l 6 
15 l 6 
16 2 6 
17 2 6 
18 2 6 
19 2 6 
20 2 7 
21 3 7 
22 3 7 
23 3 7 
24 3 7 
25 ) s 
2 5 8 
27 4 & 
28 + 8 
29 4 Q 
30 4 8 
31 4 9 
32 5 9 
33 5 9 
34 5 9 
35 5 9 
36 5 10 
37 5 10 
38 6 10 
39 6 10 
40 6 10 
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SAMPLING PLAN I Table 
INVENTORY Dirrerence List Items $15.00-$99.99 


Class 140 


Cumulatize 


Number of 
Random Sample Acceptance Counting Err Rejecti 
Numbe Number Number Observed Vumber 

30 l 0 

l 2 0 

3 3 0 
) 4 0 4 
18 5 0 5 
25 6 0 5 
11 7 0 5 
12 8 0 5 
34 9 0 5 
2 10 0 6 
17 1] 0 6 
22 12 0 6 
33 13 0 6 
7 14 0 6 
8 15 0 0 6* 
f 16 0 0 7 
26 17 0 0 7 
4 18 0 0 7 
lf 19 0 0 7 
2 20 l 0 7 
5 21 l 0 7 
5 22 ] 0 ~ 
27 23 l 0 8 
9 24 l 0 8 
21 25 l U S 
29 26 2 0 8 
27 2 0 ‘ 
28 2 0 ) 
35 ~ 2 l 7) 
14 30 2 2 9 
24 31 2 2 Y 
19 32 3 3 9 
28 33 3 3 10 
10 34 3 3 10 
23 35 3 3 10 
36 . 10 
37 4 10 
38 4 1] 
39 4 1 
40 4 1] 


* Accept 
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MAXIMUM VALUE FROM 
AUDITING’ 


By ALFRED L. HUNT 


The development of auditing as a tool of business management is assured 
only tf it provides maximum value—a high quality at a relatively low cost. 
The author, covering the fields of both public and internal auditing, examines 
means by which the auditor can enhance the benefits of auditing and by which 
he can reduce the expense of this activity. 


Make Auditing a More Dynamic Force 

HOUGH auditing is essentially a review of work performed by others 

and thus must be concerned with the past, it can be a dynamic and effec- 
tive force and one that anyone should be proud to be a part of. These remarks 
are intended to point up ways in which auditing can become such a force. 
They are intended to show how to increase the value and to decrease the 
cost of auditing thus, in effect, to make of it a bargain which no well-run 
business can afford to be without. 


Veed for Auditing 

Let us examine for a few minutes the need for auditing. Why is audit- 
ing necessary ? Why do outsiders come in, pore over our records, ask numer- 
ous questions, pull from the file drawers all the supporting documents, leave 
them in a state of disarray and then depart? Auditing of any type is required 
primarily to provide an independent examination and evaluation of the 
activities of the entity audited. It can cover various phases of operation. It 
can be the basis for a report of stewardship to the owners and managers. 
It can provide information regarding specific operational data required by 
regulatory or taxing bodies, such as the Bureau of Internal Revenue or the 
Securities and Exchange Commission. It can report on activities as part of 
an investigation in process. All of these provide a wide area for the perform- 
ance of auditing functions. They indicate why auditing has developed to the 
extent that it has within the span of half a century. 


Growth of Auditing 


At the turn of the century auditing covered primarily the field of cash 
handling. Auditors generally were sent around by a company to its offices 


* Delivered at a meeting of the Manila Chapter of Tue Institute or INTERNAI 
Aupitors, Republic of the Philippines 
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near and far, and the first thing the auditor did was to count the cash and 
examine the records in order to find out whether or not the cashier or man- 
ager had unlawfully appropriated the company’s funds. In those days of 
smaller sized organizations, financial records did not have the importance 
that they do at the present time. Owners carried operating data in mind or 
in a little black book. Management was exercised, as the expression goes, 
by the seat of the pants. Furthermore, management appraisal in those days 
was primarily in terms of profits made. Therefore, there was little need for 
the extensive investigation of activities and records such as now exists. 


However, with the advent of income taxes, security, public utility and 


other business regulations and the growth 


f government and of large 
sprawling industrial empires, the need for auditing has expanded until, at 
the present time, it represents a sizeable activity within the industrial and 
government community. 


Types of Auditing 


Organizationally we find that auditing breaks down into two types 
public auditing and internal auditing. Public auditing contemplates the 
employment of an independent agency to perform the audit. Under such an 
arrangement the methods,- scope and extent, as well as the personnel em- 
ployed to perform the audit, are the responsibility of the organization engaged 
to do the audit. The employer in this particular case has freedom only in 
the selection of the auditor and in the action which he will take with regard 
to the auditor’s report. 


Internal auditing, on the other hand, implies a much closer relationship 
between the employer and the auditor. In most cases the auditor is an em- 
ployee of the organization audited. Such an arrangement implies the ability 
of the employer to specifically select and direct the person who will perform 
the audit work. Similarly, the scope and extent of the work to be done can 
be specified by the employer. 


Need for Watching Auditing Operations and Costs 

While auditing has developed in an era of scientific expansion, auditing 
is in itself not an exact science. It is difficult to tell whether we have too 
much or too little of it. The effects of either of these extremes do not im- 
mediately become noticeable. Too little auditing becomes apparent only after 
a lapse of time when it appears that impropef actions have gone undetected 
and evidence themselves in the form of sub-standard operations, inaccurate 
records and even the unauthorized disappearance of company assets. Too 
much auditing becomes apparent primarily in terms of the imbalance of 
auditing expense as compared to the over-all size of the activity audited. 


In fact, because of the ready recognition of the amount of auditing costs, the 
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volume of auditing as a whole is generally on the side of too little rather 
than too much. 


Comments of Audit Value 


The value of auditing derives from two variables—(1) the quality of 
the audit and (2) its cost. Thus it is possible to increase the value of audit- 
ing in a number of ways. We can increase the quality of the work without 
increasing the cost. We can decrease the cost without decreasing the qual- 
ity or we can produce any favorable variation of these two. In this discussion, 
consideration is given to ways of increasing quality and of decreasing costs 
either in terms of absolute or relative figures. 


INCREASING QUALITY 


The quality of an audit is more important than its cost. Unless audit 
ing is properly done, it is expensive regardless of its cost. Because of the 
unportance of quality, let us first examine means by which it can be in 
creased. The following are not the only means of increasing quality but they 


are important ones to which we should give attention. 
Proper Reporting Relationship of Auditor 


\n important method of insuring audit quality is by establishing the 
auditor at the right place in the organization. This can apply both to public 
and internal auditing. The public auditor normally should report to the 
board of directors. He is normally employed by and his findings should be 
the concern of that body. This enables him to assure himself that his report 
will receive consideration at the highest level within the corporate structure 
and that any critical remarks contained in it will not escape top level 
attention. 


In the case of the internal auditor, he should ideally report to the head 
of the organization in which he is employed. If it is a corporation, the internal 
auditor should ideally report to the president. However, there is a difficulty 
which results from having the internal auditor report to the president. 
[It produces a considerable demand on the time of the president. Most audit 
findings can be effectively dealt with by a subordinate officer and thus 
should not require the attention of the president. Only items of great im- 
portance should be called to his attention. Therefore, it appears that some 


other level of reporting would in most instances be desirable. 
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If the internal auditor does not report to the president, the most logical 
reporting position would be the chief financial officer. In most organizations 
the chief financial officer acts as a fiscal adviser to the president and partici 
pates to only a limited degree in the performance of operating functions of 
the company. As head of the “scorekeeping” department, he is in a positior 
to be objective regarding the performance of duties by other divisions of 
the company. It is only with regard to the performance of record-keeping 
and disbursing operations that he has direct responsibility for the level ol 
performance achieved. In his examination, the public auditor can give spe 
cial attention to these areas to ensure that the reporting relationship of the 
internal auditor has not hampered his effectiveness in areas under thi 
jurisdiction of the chief financial oflicer. In addition, the chief financial officer 
is also the one best qualified to evaluate the findings of the internal auditot 
1 


Therefore, he becomes the most logical person within the organization struc 


ture for the internal auditor to report to. In any case the internal auditor 
should never report below the level of the controller or chief financial off 
cer of the company. 

Broad Scope of Coverage 


It should COVET all 
of the important phases of.activity of the organization audited. Normally, 
it should not be limited only to the checking of the accuracy and integrity of 


The audit should provide a broad sec pe of cover: 


ig 


the accounts. Particularly in large scale operations, there is need for a review 
of the performance of all functions and not only those of an accounting 
nature. This does not mean that the auditor should put himself in the posi 
tion of the technician such as the chemist or engineet and evaluate th 
technical decisions of these people. Instead, he should review their over-all 
performance in order to determine that their courses of action are in line 
with those set up by official direction or as expressed in the minutes of 
directors’ meetings. He should, for instance, review purchasing procedures 
If purchasing department regulations require the obtaining of competitive 
bids on items ordered, he should check to determine that competitive bids 
are being obtained, if not in every instance, at least often enough to deter 
mine that the prices of the supplier are not out of line with his competitors 
\nother example—he might review personnel procurement practices in 
order to determine that they are in line with established policies of the 
organization. If there are restrictions against nepotism, he should satisfy 
himself that these restrictions are being complied with. Further, he might 
satisfy himself that the personnel officer is making a reasonable attempt to 
exhaust all of the best sources in the recruitment of personne 1. 
There is also a more comprehensive appraisal of management activities, 
1 


usually referred to as the management audit. This type of review norma!ly 


requires a different type of person and a higher level reporting relationship 
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than that possessed by the usual auditing function. Therefore, this compre- 
hensive type of review of management functions is not normally performed 
by the auditor. It is frequently done by personnel especially trained for this 
type of work and usually reporting to the board of directors or to the presi- 
dent of a corporation. 


High Level Approach 


The auditor should use a high level of approach. He should emphasize 
the important things and not concern himself unduly with minor details. If 
there is any sin which auditors have been guilty of in the past, it has been 
this one. Dealing with minor clerical errors requires less thinking than does 
evaluation of principles. It is only natural that those of us who have lazy 
intellects will find it much easier to concern ourselves with matters of cler- 
ical accuracy than with more important things such as deviation from estab- 


lished principles, policies and procedures. 


In exercising this high level approach, the auditor should attempt to 
evaluate the results achieved to determine if they are in line with the inten- 
tions of those who framed the policy. Let us use an *xample concerning pur- 
chasing again. If a procedure has been set up to ensure purchasing 
at competitive prices and this procedure requires obtaining multiple bids, 
the auditor should satisfy himself that the carrying out of this pro- 
cedure results in the obtaining of goods at the lowest reasonable price 
If, in carrying out this multiple bidding procedure, the purchasing agency 
has set up such a labyrinth of procedures as to frighten away many of the 
prospective suppliers and thus the buyer is paying a price higher than that 
paid by other organizations, such a result should be observed and commented 
on, Extending the auditor’s review to encompass these levels will oftentimes 
produce findings of much greater significance and much greater value than 
will an extremely detailed check of purchase orders against requisitions, for 
example. 

Thorough Coverage 

The auditor’s work should be thorough. It should not overlook any im- 
portant operations of the entity audited. This thoroughness can be achieved 
in a number of ways. One ef the most important of these is the development 
of an audit program. Just as no reasonable man would start out on a trip 
without first mapping out an itinerary, so should no auditor begin an assign- 
ment without first developing an audit program. The audit program should 
be the result of a preliminary survey of the entity to be audited. The program 
should be designed to include the investigation of the focal points of the 
operation. It should cover all actions where improper performance or non- 
performance would seriously impair operating effectiveness. The use of an 


audit program so designed enables the auditor to concentrate his time and 
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efforts at vital spots. He can thus avoid devoting time unnecessarily to insig 
nificant operations or operations, the effectiveness of which can he detet 
mined in other ways. 
IVell Trained Personnel 

The use of high caliber personnel is another requisite to thorough work 
\n audit can be properly programmed and the program followed but, unless 
the individual performing the work has the ability to recognize out-of-line 
conditions, the preliminary steps will be of no avail. Auditing skill must be 
developed. It is not inherited. The manner in which it is developed is throug] 


effective supervision. 


Training is not easy nor is it cheap but, because of its necessity, it is 
worth everything that we spend for it. We must be prepared to spend time, 
effort and money in training our employees. We should determine the specific 
area where training is required and develop both formal and on-the-job 
training programs to provide the instruction needed. We should follow up to 
see that the instructions are being absorbed. Periodic examinations will help 
in this. Finally, we should have refresher courses which will repeat items 


previously learned as well as teach new developments in the field of auditing 


Discussion of Audit I inding 


\udit findings should always be discussed with the person responsible for 
the area of activity which has been audited. This has two important advan 
tages. First, it makes it possible to correct erroneous impressions gained 
from discussions and from review of the records. There is nothing more em 
barrassing to an auditor than to write up in his audit report a state of irregu 
lar circumstances, comment adversely upon their existence and then have 
the head of the area audited completely explain the apparent discrepancy 
The auditor certainly suffers in the eyes of the people to whom his report is 
addressed. 

The second advantage of discussing findings is that it reduces resistance: 


on the part of the person whose activities are commented on. If the auditor 


ld sit down with the head of the activity audited and explain his find 
ings and their significance, the person responsible for these findings is im 
mediately aware of his being in error. He can take corrective steps at once 
without waiting for the audit report. He has had time to adjust himself to 
his failings before they are officially called to his attention, and his attitud 
toward the auditor will improve immeasurably over what it might have been 
if the auditor had submitted his findings without previously discussing them 
with him. Moreover, the auditor's ability to include in his report the fact that 
satisfactory corrective action is being taken enhances the effectiveness of his 


report and the value of his services to the business. 
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Proper Reporting 

Audit findings should be reported. All auditors issue some type of report 
indicating the work completed and their appraisal of the activities surveyed. 
However, most audit reports could be greatly improved. First of all, the 
audit report should be brief and concise. It should give details only on im 
portant items. Relatively unimportant findings should be treated in summary 
fashion. The second area in which to improve audit reports is in the use of 
graphics. It has been said that a picture is worth a thousand words. This 
holds true in the case of an audit report. Graphics have been extensively 
employed by corporations in their annual reports. While a graph may not 
have a proper place in the balance sheet or profit and loss statement which 
a public auditor presents to a client, the use of graphs and charts in a “long- 
form” report will enable the public auditor to get across his observations and 
comments in a more effective manner. Where the internal auditor can em- 
ploy inexpensive and simple graphs to illustrate his point, he should employ 
them. If you want to get a message across to a busy person, there is nothing 
more helpful than a graph or a chart. 


Finally, the report should look presentable. It should have a good look- 
ing cover. It should be typed on a good typewriter with clean type. Where 
duplicate copies are necessary, duplicating methods should be employed 
wherever possible. Eyesight is a precious commodity and should not be used 
in reading illegible carbon copies of reports. Your report speaks for you. 
In many cases it is the only contact that the reader has with you. It should, 


therefore, be properly prepared and presented. 


Deliver your report personally wherever possible. There is nothing like 
the personal touch. Sit down and discuss it if you can. Point out to the 
reader significant items contained in it. Answer his questions and obtain 
for him additional detail if he requests it. Remember all of the work that 
vou have done is of no consequence unless out-of-line conditions indicated 
in your report are corrected. This requires action, and action is most likely 


to be obtained from a person who reads and understands your report. 


DECREASING TOTAL COSTS 
So far we have indicated means of increasing the quality of an audit. 
Let us now consider ways in which to reduce the cost of audit work per- 


formed. 


Strengthen Internal Control 

The stronger the system of internal control, the less expenditure of time 
and effort is required by the auditor. Internal control covers all those meas- 
ures needed to adhere to prescribed policies, safeguard resources, protect 
against waste and irregularities, produce correct and significant information 
and keep proper records. 
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Internal control should be developed te 
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Proper Record Kee ping 
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stical Sampling 
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with the performance of an audit. 


\ll public auditors use test-checking to a degree 








An essential ingredient of internal control is internal check, whereby no 
person alone completely processes a business transaction. For instance, in 
the payment of a bill for merchandise received, one person orders the met 
chandise; another verifies quality and quantity received; a third person 
checks the supplier’s bill; another draws the check to pay the bill; another 
signs the check; and still another accounts for the disbursement of funds. 


the fullest extent possible, com 


mensurate with economy. The extent and frequency of in 


f the control 


be kept in such ; 


carried 


rnal auditing must 
Particularly in the 
case of small organizations, it may be impractical to subdivide work suffi- 
ciently to achieve a maximum degree of internal check. However, with the 
greater number of people available in larger organizations, internal check 


should be strengthened and should thus reduce the amount of detailed audit 
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classification of expenditures, he must inevitably proceed further in his inves- 
tigation to determine the extent of the inaccuracy and the corrective meas 
ures which are required. If certain schedules are required in the audit report 
will easily fit 


into these schedules, the auditor is faced with the additional work of reclas 
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heen written concerning the use of statistical sampling as applied to auditing. 
Statistical sampling, in effect, tells the auditor in advance how large a sample 
he must take in order to be certain that the results obtained from this sample 
will fall within a certain degree of accuracy for the whole. Using this tech- 
nique, the auditor will know whether he must select, for example, 500 units 
to be examined in order to achieve 90% accuracy. He might find, for ex- 
ample, that, in order to achieve 95% accuracy, the sample would have to be 
twice as large as that required to assure him 90% accuracy. Statistical 
sampling has a distinet application in auditing, particularly where large num 
bers of transactions have been performed and where it is desired to test 
a limited number of these. 


Statistical techniques have been successful in determining the following : 


the number of accounts receivable to be confirmed; tl 


e number of inventory 
tags to be inspected and verified ; the number of inventory extensions to be 
verified; the number of vouchers in support of cash disbursements to be 
reviewed. One should be aware if the applicability of this technique and 
the fact that it should be availed of in program planning where possible. It 
must be recognized, however, that the samples used, to be reliable, must 
always be representative samples. 
Natural Business Y ear 

\nother easy way of reducing audit costs is the use of the natural busi 
ness year. To those who have not thought of the advantages of the natural 
business year, allow me to point out a few. Many companies operate on a 
seasonal basis. This is perhaps more true in countries where definite cli 
matic conditions exist than here, although your wet and dry seasons should 
produce the climatic influences which suggest the adoption of a natural busi 
ness year. The sugar industry on Luzon, for instance, harvests sugar cane 
during the months of October to February. Therefore, the inventories of the 
sugar mills should be at a low point prior to the beginning of the processing 
of sugar cane. If the sugar mill’s fiscal year ends on September 30, the in- 
ventories should be at a minimum at that point. Similarly, the business 
should have a minimum of accounts receivable at this stage of the year. This 
will reduce substantially the extent of verification of inventories and of 
accounts receivable required. Another advantage of using the natural busi 
ness year is that it is possible to employ the public auditors during their off 
season. This permits obtaining the best possible auditing talent as well as 
obtaining it exactly when you want it. 
Development of an Internal Audit Function 

One of the most effective methods of reducing public auditing costs is 
the establishment of an internal audit function. Where internal auditing is 


properly performed, the public auditor can curtail his investigation to the 
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extent that he is satisfied that auditing requirements are met through the 
performance of internal audit work. The usual means of doing this is for the 
public auditor to review the audit work performed by the internal auditor 
He reviews the internal audit program and internal audit reports. In some 
large companies the auditing costs have been greatly reduced in this manner 
to the extent that the total auditing costs, both public and private, are sub- 


stantially less than in previous years. 


{ AY | ( lient Staff 

Public auditors should be assisted to the extent possible in their audit 
work by the staff of the client. Client personnel should do a considerable 
amount of the detailed work connected with the audit. Detailed schedules 


of outstanding receivables, inventories, fixed asset additions and deletios 


~ 


accounts | avable, etc., should all be prepared by the client and verified 





by the auditors. This reduces considerably the work to 


wuditor. The extraction from the files of vouchers and other documents to be 


examined, as well as the re-filing of these documents, should all be pet 
formed by client staff. The public auditors do not need to and do not care 1 
do this type of work. They are interested in doing professional work and not 
that of a clerical nature. They will be happy to cooperate with you and t 


advise you in advance on the schedules that they need and to help you i 


preparing them 


Chis approach is alsc capable of adaptation as a means for reducit 


internal audit expense 


A LOOK INTO THE FUTURE 

level f New Office Procedures 
Many people feel that auditing is a static profession, that developments 
it are slow and inconsequential. Those who feel this way are due for a 
shock. Those of vou who have followed in the wake of recent developments 
in office procedure and office mechanization may have been jolted out of 
such complacency when you attempted to fit auditing requirements into 
these newly developed procedures. Many an auditor, for instance, has been 
nonplussed when faced with the problem of verifying accounts receivable 
from punched cards which are maintained—one for each invoice rendered 
The same will be true, but to an even greater extent, as the use of electronic 
computers becomes even more widespread. The day has come when docu 
ments on which we now lean heavily, such as perpetual inventory cards, will 
be replaced by the magnetic drum or tape, which will contain all of the data 
now being carried on these perpetual inventory cards. Accounts receivable 
lt 


and accounts payable ledger cards can also be expected to be dispensed with 


in the same manner. We shall be faced with the problem of developing audit 
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methods which will enable us to verify the accuracy of these records, records 
we cannot even read with the naked eye. The prospect is a challenging one. 
The Use of New Machines for Audit 

However, by employing a rational approach to the problem, it will be 
possible to develop auditing techniques and to satisfy requirements regard 
ing the accuracy of these new types of records. For, just as we have learned 
to stand by and watch a punched card machine prepare a statement of out- 
standing checks, a trial balance of accounts receivable or a tabulation of in 
ventory items, we shall be able to employ the electronic computer itself, and 
the storage facilities connected with it, to act as our clerical assistant in 
verifying the accuracy of recorded information. In fact, the extreme flexibil 


ity and speed of these machines will enable us to verify a much greater nu 


li 
ber of transactions than has hitherto been possible. 


While the introduction of this type of electronic equipment may not be 
extensive in the Philippines at this time, it is definitely heading in this 
direction. You should work together as auditors in order to develop your 
own procedures and to avail yourselves of the experience of auditors in 


other countries for auditing records produced by this type of equipment. 


SUMMARY 


To conclude these remarks, let me repeat that auditing becomes a 
dynamic force and of maximum value by increasing quality and by decreas 
ing costs. We increase quality by 

1. Providing the proper reporting relationship for the auditor 
2. Providing breadth of audit coverage and scope. 
3. Employing a high level approach in our work 


4. Being thorough in our coverage. 


“rs 


Providing proper training to our employees. 


Discussing our findings with those in charge of the areas audited. 
7. Providing good reports and by selling report contents to those who 


have responsibility for them. 


We decrease costs by 
1. Adequate systems of internal control. 
2. Proper record-keeping. 
3. Development of audit programs. 
+. Use of statistical sampling techniques. 
5. Adoption of the natural business year. 
6. Develepment of internal audit functions 
7. Making maximum use of client personnel. 
If we follow these guides we cannot help but increase the value of audit 
ing until it becomes a service which provides for management a maximum 


benefit at a minimum cost. 








THE ROUND TABLE 


Edited by DONALD T. BARBER 











This feature is being added to The Internal Auditor to provide a forum 
for an exchange of actual experiences in internal auditing that have resulted 
in significant savings, increased efficiencies or the rendering of some special 
service to management. There is little doubt that each auditor is making 
many worthwhile contributions to his company and that case histories of 
those contributions are of interest to other auditors. It is. only by sharing 
experiences and exchanging ideas at THE ROUND TABLE that ow 
INSTITUTE will advance. 


Send your contributions—in rough form, in note form, in polished 
form or whatever form you wish to 
The Round Table 
The Institute of Internal Auditors 
120 Wall Street, 
New York 5, N. Y 


Since the experiences are factual, the name of the contributor will be 


published only with his permission. 


BLANK CHECKS ARE SOMETIMES CASH 


\n item that can easily be overlooked about checks used by large and 


well known companies is that they can be cashed in many places without 


much trouble. 


Because of this when unauthorized personnel have access to the place 
where blank checks are stored there is an open door to fraud. Even though 
the checks are not made out in the regular way with typewriter, protecto 
graph and authorized signatures they may-still be cashed with ease 


Fortunately the amounts, in such cases, are not usually large. 


Of course, in a technical sense, the person cashing the check should 
require adequate identification. If he does not his is the loss. But for the 
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company there is the problem of a dishonest employee and a question of 
good public relations. 
What do you do about your blank checks? 
L. Vernon Carter 
Canadian Oil Companies Ltd. 
Toronto, Ontario 


VERIFICATION LETTERS FOR ACCOUNTS RECEIVABLES 
Just recently we developed a new confirmation request to be printed on an 
I.B.M. punched card for the, verification « 


f amounts owing by our cus- 
tomers. To aid us in developing an effective request we obtained samples 
of forms used by various public accounting firms and by internal auditing 


departments. 


Most of the forms we reviewed showed surprisingly little understanding 
of the elementary rudiments of public relations or business psychology. 
Many of the forms were stereotyped and the style stilted. As an example, 


the following is paraphrased: 


Dear Sir 
If you will please read this letter, answer the questions and 

return it in the enclosed envelope, WHICH REQUIRES NO 
POSTAGE, we will be greatly obliged. 

This is the way we finally worded our request: 
To better serve you, we periodically verify the accuracy of our ac- 
counts directly with our customers. If this amount agrees with your 
records, please sign in the space provided on the back of this card. 
If a difference exists, use the back for comment. An addressed, 
stamped envelope is enclosed for your reply. 

Two blocks were printed in red ink on the card and read: 
“This is not a request for payment” and 
“Payments received after the above date have not been considered 
in computing this balance.” 

Results were beyond our most optimistic expectations, proving, we think 


that people do read audit requests and respond when they are courteous, 


precise and clear. 


Irvin J. Sprawka 
The Pure Oil Company 
Chicago, Illinois 
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MANUFACTURING CONTROL 


A food manufacturing company acquired a new subsidiary which manufac- 
tured oleomargarine. Within a comparatively short time after the acquisi- 
tion, an internal auditor from the parent company was given the assign- 
ment of making an audit of the records of the new subsidiary. Since he 
was unfamiliar with oleomargarine manufacturing, the first part of his 
assignment was concerned with learning about the details of the operation 


and the related controls. 


The principal ingredient of the oleomargarine was vegetable oils, and 
there was a government requirement that the fat content of the finished 


oleomargarine must be 80% of the weight « 


f the finished product. The 
internal auditor decided to make a test of the fat ratio by dividing the total 
production for the month into the oil consumption. The result was a fat 
ratio of several percentage points in excess of the required 80%. Investi- 
gation of the reason of this discrepancy led to a deficiency in manufacturing 


control. Correction of this deficiency resulted in a substantial money saving. 


HOW TO PREPARE AN AUDIT MANUAL 


Until a few years ago our regional audit program was mostly “played by 
ear.” We recognized the need for uniform audits and methods so we decided 
to write a manual. We asked each regional auditor to write a complete 
description of a portion of the audits we were then making. We also asked 
them to describe two or three additional audits we wanted to make. These 
write ups were roughly edited, reproduced and sent to all the auditors, A 


little later all the regional auditors were called into Home Office. Then with 


the help of our Methods and Research Department we discussed and pol- 
ished the write ups. When we got stuck we asked the officials of the depart- 
ments being subjected to audit to sit in with us. In this way we pooled our 
experience and developed a sound audit manual in keeping with the wishes 


of our management. We were prevented from making serious mistakes 


The manual must be kept up to date but_the big job is behind us. Of 
more importance is the fact that the men who have to use it helped in its 
preparation. They like our audit program; they understand it 

Mark K. Shaw 
Farmers Insurance G oup 


Los Angeles, California 
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SALES PERSONNEL 


\ large distributing business had several hundred sales branches in the 
United States. From these branches, salesmen made direct calls on retail 
outlets. In addition to these salesmen there were naturally numerous per- 


sonnel responsible for supervision, clerical and stockroom operations. 


The principal control by the sales department was that of a ratio of sales 
expense to dollar sales. In auditing one of the sales divisions, the internal 
auditor decided to prepare a schedule showing the ratio of direct sales per- 
sonnel to indirect supervising, clerical and stockroom personnel. This ratio 
was developed for each branch and showed considerable variations, some 
natural and some decidedly questionable. The schedule was included in the 
audit report which went to the sales department and they found it of such 
value that it became a regular feature of future audit reports and the means 


of improved control over indirect sales expense. 


PROTECTION OF WORK IN PROCESS INVENTORY 

\ large quantity of work in process inventory was observed being stored 
outside of the building in the yard area. The material being exposed to the 
elements gathered rust which had to be removed before further processing. 
It was also necessary to employ a night shift guard service because the 
insurance in effect covered only material stored in the building. Upon 
adoption of the auditor’s recommendations that the material be stored inside 
the building a saving in guard service of $5,044 per year was effected in ad 
dition to the considerable cost of removing the accumulated rust and the 
additional handling cost. 


No doubt someone was familiar with all these details and costs, but the 
practical solution did not receive proper consideration until it was pointed 
out by the auditor. 

Frank EF. Walker 
Gerber Products Company 


Fremont, Michigan 


This case history is taken from several others in the September 1954 
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COMMUNICATIONS 
Does the report do the job for which it was designed, and is it being 


used? The answer to this question was an emphatic “NO” in the case of 
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the “Lease Performance Report.” Much time was spent each month pre- 
paring a report of the operating cost of each lease. The report provided 
a detailed comparison of the various operating expenses against a budgeted 
amount and was designed to provide a quick review of the operations to 
determine any large variations from the budget. The original procedures 
require each district superintendent to prepare a report explaining thes 


variations for the leases in his district. 


During our audit we found that there was little or no understanding 
of the report or its usefulness in the control of the operations. However, 
at each control point the report was used to compute the “lifting cost per 
barrel.” When this figure varied from normal, immediate action was 


taken to analyze the cause. 


Our audit resulted in the dropping of comparisons of actual costs 
and budget estimates. Instead our 1.B.M. department computed the lifting 
cost per barrel for each lease. This resulted in substantial cost savings and 
provided a report that was understood by the employees—one that they 
could use 

William Meador 
Warren Petroleum Corporatior 


Tulsa, Oklahoma 


RECEIPTING FREIGHT BILLS 


1 
i 
i 


Our Traffic Department formerly required that all freight bills paid by us 


to railroads and truckers be receipted by the carriers and returne 


This caused a tremendous amount of detail work on the part of our Ac 
counting Department and excessive postage expense. After t 
vouchers were prepared they had to be set aside in temporary files to await 
the return of the receipted bills from the carriers; upon return from the 
carriers, the bills had to be checked with lists to determine that all bills 
sent to the carriers were returned 


We investigated this Traffic Department policy of requiring that all 
freight bills be receipted with the following results: We were advised by 
41 
t] 


ie railroads that it was unnecessary because if we had to produce a re 
ceipted freight bill the railroad would receipt it at the time the need arose 
or a blanket indemnity bond could be filed. We found that few othe 
companies make this requirement and we got direct advice from others in 


our own industry that they dispensed with it 


In view of this, our Executive Department issued orders to discontinue 
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this policy and the result was a substantial savings in clerical time and 


pt stage. 


SHIPPING OPERATIONS 
When the auditor reviewed the activities in a machine shipping department 
at one of the manufacturing plants he noticed men removing stakes, band 
irons, blocks and pulling spikes from flat cars prior to the loading of 
machines. After investigation the auditor found that four men were 
employed full-time on this work. 


Although the plant personnel had been in touch locally with the rail- 
road in an endeavor to have the flat car cleared of this debris before being 
placed on the siding no action was taken by them. The auditor sought 


and obtained action on a higher management level. The railroad cooperated. 


The four men were transferred to other departments. Annual savings o 


$13,700 were realized 


Robert F. Mead 
The Oliver Corporation 


Chicago, Illinois 
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IS INTERNAL AUDITING NECESSARY? 


The function of Internal Auditing is exercised formally or informally in 


every business—regardless of its size or nature. 


When a business is small, the owner exercises control by appraising the 
effectiveness of all operations through persol al knowledge. He has direct 
contact with all employees, thereby having a knowledge of the kind and 
volume of work that each is able to pt rform. H« also has complete control 
of receipts and disbursements and makes all decisions 


As the business expands, his personal appraisal becomes more and more 


j 


difficult. Increased volume requires additional personnel and, ultimately 
delegation of responsibilities. Continued success calls for expansion, first of 
his own plant and then possibly other plants or offices. He must now depend 


on others to enforce his policies. 


Continued expansion and growth calls for additional capital, which may 
be obtained through issuance of stock sold to others. Public accountants are 
engaged and depended on to report to the stockholders as to the financial 
condition of the company at interval periods. However, the responsibility 
of adherence by line organizations to policies established by management and 
the furtherance of the interests of the organization, includ 


dations of changes for the improvement of various phases of the operations 


ino 
et 4 


is delegated to the internal auditing department 


It is not possible for top management to directly supervise and examine 
all operations of the company, the top management group normally consist 
ing of only a small portion of total personnel. Therefore, it must depend on 
others to appraise the operations of the various activities and determine that 
they are functioning properly. This responsibility is necessarily delegated to 
the internal audit department which functions on a staff level and, for most 
effective results, independently ; reporting preferably to a high level financial 


officer who reviews reports and determines necessary action to be taken. 
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BETTER PHYSICAL INVENTORY 
CONTROL 


By PAUL E. LYNCH 


Assistant Auditor, American Automobile Association 


This is the second article of a scrics of lwo on thi subject of Better Phys 
cal Inventory Control wherein the author outlines the fundamental principles, 
its purpose and step by step requirements for an ultimate satisfac tory pliysi- 
cal inventory. The initial article included Preparation, Cut-off importancs 
and procedures, Arrangements for transfers and Re sponsibility. This articl 


deals with Control, Listing and Verification. 


CONTROL AND SUPERVISION 
I loor Plan 


A floor plan showing or listing the location of all sections, shelves o1 
drawers in the department should be prepared if possible. The use of such 
a plan will save time during the inventory, eliminate misunderstandings and 
facilitate control. 

Under the plan all locations are given identifying symbols. All assign- 
ments of tags and personnel are then made with reference to the identifying 
symbol. 

Advantages of such a plan are: 

1. Tags are assigned to definite sections and more easily controlled. If 

missing numbers occur, the spot of difficulty is that much easier to 


locate without requiring a complete recheck. 


ho 


Personnel responsibility is both fixed and limited by the plan and as- 
signment schedule. More accurate work on the part of employees will 
result if they are made aware of this. 

3. The floor plan in conjunction with the personnel assignment schedule 
serve to prove that the entire department has been covered rather 


than leave such a task to a rapid mental check by the department head. 


DEPARTMENT CONTROL SHEETS 


At the time the inventory tags and inventory sheets are delivered by the 


printer, it is the responsibility of the supervisor of the central tag distribution 
point to make a record of the total quantities and serial numbers of the tags 
received. 

A tally or control sheet should be prepared for each department to 


serve as a record of persons to whom tags are assigned and the location of 
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the merchandise being inventoried. This may or may not supplement the 
floor plan method. 


Upon completion of physical count the quantity and the serial numbers 
of the tags that were not issued from the initial distribution point should be 
deducted from the record of original receipts. The residual must then agree 
with the quantity and serial numbers of the tags issued to and returned by 
the members of the tag-distributing group. 


If the initial check reveals that some tags are unaccounted for, and upon 
checking the responsibility for the issued serial numbers they still cannot be 
located, the merchandise that was to be covered by this particular set of tags 


must be retagged and inventoried again. 


Inventory workers should be instructed not to destroy, lend or borrow 
inventory tags, and they should be cautioned to keep their tags in a safe place 


during rest periods, lunch periods, or other times duri1 


g which they are not 
engaged in the inventory taking. If any tag is spoiled, the worker should 


mark it void, and return the tag to the departmental tag custodian 


—4 


CONTROL OF MERCHANDISE 
Receiving Department 
On the day prior to the inventory, there should be a general cleanup 
and orderly arrangement of receiving departments during which all merchan- 
dise to be inventoried should be segregate d from merchandise not to be in- 
ventoried. 


Items in the receiving department which have been rejected and are 


i 


awaiting return to the vendor must be segregated and marked DO NOT 
INVENTORY. 

During the few days preceding the inventory, as well as during the entire 
inventory period, all merchandise received from outside the company must 
be written up on receiving records as soon as they come into the receiving 
department and a copy of the receiving record must be routed through to 
accounting immediately. If the item was received before midnight, (inventor 
date), it should be included in the inventory; if it was received after mid- 
night, (inventory date), it should not be included in the inventory. On items 
received after (inventory date), the receiving record must be stamped 

1FTER INVENTORY. A DO NOT INVENTORY tag should be at 
tached to such items as soon as they are received. 
Shipping Department 

All shipping instructions received up to and including the day before 

inventory count are to be filled and shipped, if possible, before the inventor) 


begins. If it is not possible to ship some of these items, then those remaining 
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should be inventoried. In the space provided on the ticket for description, the 
serial number of the shipping paper should be inserted. 


No packing or shipping of merchandise shall be done during the in- 
ventory period unless the shipping papers have first been approved and 


signed by the store or warehouse supervisor. 


All defective merchandise sent with covering debit notices to the shipping 
department for return to vendors should be packed and shipped by the close 
of business day preceding inventory date. 


Shipments of Merchandise between Stores and Warehouses 

During the week preceding the inventory date, shipments between stores 
and warehouses must be arranged so that they will reach their destination 
before the close of business day preceding inventory day. All merchandise on 
company trucks on the day before the close of business must be delivered to 
their destination on that date. Such merchandise should be accompanied by a 
copy of the inter-store form. 


General Instructions Covering Merchandise Control 

Care must be exercised by all company personnel during week prior to 
inventory date to record the exact date on all papers covering the move- 
ment of merchandise into or out of the stores or warehouses. Such papers 
include sales invoices, shipping papers, receiving records, debit notices, etc. 

All merchandise requirements for various departments for two days prior 
to inventory date should be anticipated in advance so that the necessary 
requisitions, or other paper work can be put through no later than three days 
prior to inventory date. This will allow time for requisitions to be filled and 


cleared through to accounting by the time inventory commences. 


INCLUSIONS AND EXCLUSIONS 
Withdrawals from inventory and additions to inventory must be re- 


corded on the tags during the time of taking the inventory. 


Merchandise that has been billed to customers but shipped after the 


close of the period should be excluded from the inventory 


Purchases must be recorded for all goods actually received up to the 
close of the period, even if a delayed billing is received in the subsequent 


pe riod. 


PAUL E. LYNCH, is on the staff of Peat, Marwick, Mitchell & Company in its 
IVashington, D. C. office. He is a member of the American Institute of Accountants and 
s on the Board of Governors of the D. C. Institute of Certified Public Accountants and 
the Washington, D. C. Chapter of INstitute or INTERNAL AUDITORS 

Mr. Lynch has specialized in systems work and management studies and performed 
special technical work for the Atomic Energy Commission 
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Goods in transit should be included in inventory and accounts payable if 


title has passed. 


Consignments out must be included in inventory. 


Consignments in must be excluded from inventory. 


Confirmation and warehouse receipts must be obtained for all goods in 


public warehouses, etc 


Kach receiving ticket prepared during the week or ten days following 
the beginning of the inventory should be stamped after inventory and should 
be matched with the supplier’s invoice to ensure the same cut off for both 
physical and book inventories. The same treatment should be given to the 
company’s shipping orders and its own invoices. 


Purchased merchandise which was rejected prior to the inventory and 


which is awaiting return to the supplier for credit or replacement should 


not be included in the inventory regardless of whether or not a debit notic« 
has been issued to the supplier. The reason for this exclusion is that the paper 
work which lists the rejected items and which will form the basis for issuance 
of the debit notice is dated prior to the beginning of the inventory, and the 
same date should appear on the debit notice regardless of the time at which 


that form is prepared 


In order to provide for the reconciliation among the records of the traffic, 
billing, and accounting departments, particularly with reference to items 
shipped but not billed as of the inventory period and those items billed but 
not shipped—the traffic department should report to these other depart 
ments the serial rumber of the final shipping order issued on the day pr« 
ceding the inventory. 


LISTING OF MERCHANDISE 


The department head should see to it that all personnel are completely 
familiar with the general instructions issued as well as how the inventory 


count is to be made 


\n inventory tag should be gone over with the personnel prior to the 
taking of the count. Each item of information should be explained and the 
probable difficulties, which may occur in regard to the various items, pointed 


out. 


The following points should be stressed: - 


1. Use tags in strict numerical order as assigned 

2. Tags are prenumbered and under strict control. All must be ac 
counted for at the close of the inventory. For no reason are any to 
be destroyed—errors which will be made are to be marked void and 


turned back with the unused tag. 
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spected by supervision and auditors to assure that it has been completely 
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No erasures of count figures or price. 

A separate tag must be used for each group of items or price which 
is included in any one lot of merchandise. 

Inter location of merchandise on tag. If floor plan is used enter 
symbol as identification. 

Inter count according to unit by which it is priced and counted. 
Must be very accurate. 

Accuracy in all instances must be required even to the point of re- 
checking one’s own figures—especially where lister and counter are 
the same person. 

All writing must be clear and legible. 


ee 


If possible, use employee's clock # or initials instead of full signa- 
ture on tags to save time. (In this regard department # may also 
be stamped on every tag when received to also save time.) 

\ny question of doubt which arises must be discussed immediately 
with department head. No guess work is to be allowed. (Department 
head should see to it that he is readily available at all times during 
listing period.) 

Every tag should be left in full view for the following person to easily 
locate. 

\ll counters should be required to count in the same manner ; that is, 
to begin their count at the top and work across and down (or in some 
other satisfactory way) so that a uniform method of counting will be 
employed by all and less chance of skipping sections of a lot will 
result. 


VERIFIERS 


Verifiers should be held up long enough to allow the counters to do their 
work without feeling they are continually being rushed. This will tend to 
eliminate the possibility of careless errors. 

Verifiers should be impressed with the importance of checking unit clas- 


sification of price and quantity as well as the count figure. 


Verifiers should make their count without reference to the inventory 


tag and then verify their count to the tag. 


They should be cautioned to watch the sequence of the tags in order to 
he sure they verify all lots. They might be required to record the number 


of each tag verified if they do not pick up the tags as they verify. 


They should also note the legibility of the counters and listers and report 
any signs of careless writing to the department head. 


When the verifiers have completed their duties, the department is in 
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covered. The tags are then collected, accounted for and transferred to the 
department inventory sheets. 

INVENTORY CERTIFICATE 


The inventory should never be considered completed until the depart 
ment head submits a statement (as follows) certifying that to the best of his 


knowledge the inventory kas been taken correctly. 
INVENTORY CERTIFICATE 
1 am returning all inventory tags numbered from 
to . Received for department . The following 
tags were used or voided 
From To From To 


Remarks 


The following locations have been inventoried as indicated by check mark 


below: 
Wdse. Inv. Udse. Inv. 

Selling Floor Dummy Elevators 
Reserve Stock Deposits 

) \Warehouses ( ) Part Payment Records 
Repair Desks Will Call (Advance Orders) 
Workroom Migr’s. Return Goods 

) Receiving and Marking Room \dvertising Bureau 
Exchange Division Display Windows 
Fur Vault Dep't to which Mdse. loaned 
Loans to Customers Vendors holding Mdse. in Memo. 


[ have examined the inventory tags for the following : 


Quantities, Prices and Season Letters. 
To the best of my knowledge the inventory has been accurately taken and 
tags are now ready for extending. There should be no reason to return them 
to me for further information. 


Certified By 


GENERAL INVENTORY INSTRUCTIONS 
TO BUYERS AND DEPARTMENT HEADS 
The inventory is to be taken by you as of 


You are responsible for the accuracy of the inventory i1 


your department 


Therefore, it is important that you become familiar with these instructions 
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General Instructions 


1. Be sure you have sufficient help. Arrangements should be made with 

the proper department well in advance. 
lvecords . I ffecting Inv ntory 

1. Price changes must be made on merchandise and the price change 
reports sent to the Controller's Office before the merchandise is listed. 
Be sure that all price changes and transfers are correctly dated 

2. Merchandise to be returned to the manufacturers must be shipped 

not later than 


/landling of Saleschecks 


1. All sales checks dated prior to must reach the Con 
troller’s office not later*than 


Returns from Customers 
1. All refunds and credits received by you dated or 
before must be signed and returned by twelve noon on 
Merchandise received on credit and refund date ot 
previous must be included in the inventory. 
2. All credits and refunds dated 
must be returned by Noon, 
Inventory Tags 
1. Inventory tags will be issued by Controller's office. 
2. You are required to sign for your group and return the complete 
group, including all void or spoiled tags. 
3. Check the numbers when received to verify the group you are 
charged with. 


4. Keep them in a safe place so they will be available for distribution 


IVhere to Inventory 


Mdse. Wdse. 

[nz Inv. 
Selling Floor Dummy Elevators 
Reserve Stock Deposits 
Warehouse Part Payment Records 
Repair Desks Will Call (Advance Orders 
Workroom Mfgr’s Return Goods 
Opening and Marking Room \dvertising Bureau 
Exchange Division Display Windows 
Fur Vault Dep’t to which Mdse. loaned 
Loans to Customers Vendors holding Mdse. in 


Memo. 
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llow to List Inventory 


a 


When 


, 


Give special attention to: 

a. Arrangement of merchandise by style, season letter, and selling 
price to aid listing. 

b. Separate tag for each lot of merchandise or section 

c. List all merchandise at S/P at which it is marked and offered 


to the public at time of inventory. 


1. Quantity and S/P must be based on same unit of measurement 


Inventory is Compicte 

\ll tags remain on merchandise until department is released by rep 
resentative of Controller's office. 

\ll tags must be accounted for. 

very tag 


Ss 


must have complete information 
When you are satisfied as to the completion of the inventory fill in 


the certificate and return with the tags 


Deductions 


1. Use separate sheet to show all withdrawals (sales or transfers) from 
merchandise that has already been inventoried on the regular sheets 
INVENTORY SUPERVISION 
ASSIGNMENT AND INSTRUCTIONS 
Period of inventory: T inn 
Da Dati From To 
Laon nN ssigniment 
Dat Place Depart nent Buyers 
id if it iis 


l. 


. 





Read carefully and fully understand General Inventory and Listing 
Instructions attached. 

Be prepared to answer all questions. If in doubt consult immediately 
with central office. 

Buyers are responsible for the taking of their own inventories 
If you note that inventory is not being taken in accordance wit 
structions, notify the buyer or assistant immediately 

If there are any comments note on the reverse side and returi 
When inventory has been fully completed in the department to which 


assigned return to the central control point 
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INTERNAL AUDITING AS AN AID 
TO BETTER MANAGEMENT 


By HERBERT C. M. COBB 


A principal measure of the effectiveness and the value of internal auditing 
sin its acceptance by management. Gaining this acceptance requires that thi 
internal auditor look at his business with the requirements of the various 
nanagen nt levels as a prime conceri. The i he is ti uly a member of the 


management team; he is helping his business to gain its objectives 


The growth of internal auditing during the past twenty years has been a 
phenomenal one, It has reached a point where it has achieved pretty general 
recognition in the various fields of business as well as achieving a measure of 
respect in the eyes of other professional organizations. It has grown from 
the position of clerical checking to the threshold of business analysis and 


appraisal. 


The bulk of this growth has come in the last ten or twelve years and has 
been attributable largely to individual initiative by a handful in many com 
panies. The fact that these comparatively few people were able to demon- 
strate their ability to do bigger and better jobs has been amply proven by 
, : 


the universal recognition in this field and the more universal use of this 


management tool. 


lo have come this far is indeed creditable, but our further progress 
hangs in a delicate balance of understanding where improper handling may 
well have a marked effect, not only on our future growth, but also on our 


present position. 


\ccordingly, the time has come when we should stop and take stock of 
ourselves, our achievements and our plans for our future progress. We 
should consider carefully the purpose of our existence and the ends we 
should serve. 


For tl 


part of this problem. It is probably one of the most important, as it concerns 


e purpose of this discussion, we are going to consider only one 
our bread and butter. We were created by business and it is business man- 
agement who is one of the principal users of our services and, incidentally, 
the one who pays for our bread and butter. Let us, therefore, conduct our 
reappraisal and self analysis in the field of how can we as internal auditors 


improve our service to management. There is no better way to assist man- 
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agement in doing their job, than to show them that we are on their team 
striving to help them rather than just to glorify ourselves. 


lor internal auditing to be an aid to better management, we first should 
know in what direction management's principal interests lie and what 
their objectives are. Undoubtedly, the most important of these is the motive 
for profit. This is important in that herein lies the main purpose of their 
existence, that of securing for the investors a fair return on the risk capital 
invested, either through dividends, growth in value or both. This effort to 
make a fair profit on a given business is in reality the seed from which al! 
forms of management motivation stem and is, to be sure, the basic element 
in our form of industrial and business economy. It is controlled to some 
extent, however, by one central theme without which a business must sooner 
or later succumb, and that is the measure of its contribution to society. This 


contribution may take one of several forms : 


1. Through better and cheaper products which directly or indirectly 

beneficially affect the economy. 

Through stable employment of people at reasonable wages 

3. Through the creation of competition in a free ecenomy. 

t+. Through other direct and indirect benefits in social and economic 
fields. 


It is therefore necessary to bear these elements in mind in ascertaining 
the area of management's interests in which internal auditing should be 
interested in order to serve management most efficiently. In planning for 
profits, management dictates what should be achieved subject to competitive 
and economic influences, but, in carrying out this objective, management 
perforce has to delegate its authority so that its responsibility can be dis 
charged. To do this, management must have a plan of action and controls 
which in most business consist of several parts. 

First, an organization to which its authority can be delegated in such a 
manner as to provide the most efficient performance of its objectives 

Second, policies, procedures and records to guide the organization in 


its endeavors. 


Third, other controls to direct, evaluate and restrict the authorities 
so delegated, to assure their reasonable use in line with the over-all plan, to 


assure that they provide a medium for the business transacted, and, if not, to 


provide changes as required. 


It is the area of controls in which internal auditing can make its biggest 


contribution. Certainly, it is not concerned with the delegation of authority 


in the planning, except to the extent that the controls may or may not reflect 
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their adequacy or inadequacy in relation to the operations and in the over- 
all assurance to management that their objectives are being achieved in the 
manner prescribed and as efficiently as possible. 


This puts a little different light on the approach to internal auditing and 
makes it objective instead of subjective. This will take it far beyond the 
limits of purely auditing of accounts in the same measure that controls go 
beyond pure accounting. 


It has often been said in the past that one of the principal reasons for 
an auditor’s existence was the discovery and prevention of fraud. However, 
in the light of present practice and this relatively new approach, he is equally 
interested (if not more so) in the prevention and discovery of waste caused 
by inefficiency, not only because it is more prevalent but because it repre- 
sents an avenue which management can do something about. 


It is important to catch a thief and prevent a thief from stealing, but in 
many cases it is impossible to do the latter at a reasonable expense, and 
therefore important to assure that such thefts cannot go on long undetected. 
\s a practical matter, good procedures have caught more thieves than have 
auditors. The study of defalcations is an interesting one. I would recom- 
mend to any interested student that the insurance companies have complete 
files and case histories on losses through theft. From the various treatises I 
have read and studies I have made, the vast majority have been those which 
could either have been prevented or limited in amount by better controls. 
Surely, this is the field where the auditors should be most interested because 
it is also in this field that losses of industry through waste and inefficiency 
can also be controlled. Let’s leave the detection and arraignment of the per- 
petrators to those well qualified by law to do so and concentrate on the aid- 
ing of management in the whole field of control. 


Protection is important, but dissipation through waste and inefficiency 
is even more important, and its correction is more practical. The sensible 
application of adequate fidelity insurance coupled with good control is the 
answer to many difficulties, but many more companies have been bankrupted 


by waste, inefficiency and poor management than by fraud and defalcation. 


What, then, is the practical approach to internal auditing that will give 
management the most for its money? It is a rational compromise between 


HERBERT C. M. COBB, who died in 1953, was Assistant Comptroller of thi 
IVorthington Corporation. His previous position with that Company beginning in 1942 
had been General Auditor. He was educated in Europe and his business experience in 
cluded three years in international banking and ten years in public accounting. He was 
a member of the American Institute of Accountants and the American Management 
{ssociation, and was International President in 1952 of Tue Institute or INTERNAI 
AUDITORS. 
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protection and appraisal, a compromise between pure theory and practical 
common sense. The demonstration of this approach by auditors will go far 
toward showing management that auditors are practical people and really 
alert to the practical approach that management has perforce to bring to bear 
on its everyday problems. 


Now, we talk loosely and often about management, but do we always 
consider what we mean when we say “management?’’ Who is this group 
that we are trying to serve? Many of us think only of top management but 
forget the other segments of management. Are we too big to serve them too? 
Management consists of various levels. There is line management at many 
levels, department heads, division heads, sub-division heads and group heads, 
staff management, which acts in an advisory or staff capacity, and top man 
agement headed by the president and board of directors. Surely, each of 
these groups is entitled to service. After all, every problem of modern busi 
ness is handled at some point by one or more levels of management. If we 
are to serve management then we can hardly favor one part and ignore 
others. The chain is as strong as its weakest link, and management is very 
much concerned about that weak link. 


What, then, should be the approach? To look at problems from the 
angle of each level of management? This is not as easy as it sounds, but it is 
important if true analysis and appraisal are to be made. For instance, let’s 
assume we are to conduct a payroll audit. What could be some of these 


angles ? 


Line management may be interested : 
1. that it is getting what it is paying for, 


2. that its workers are paid promptly to avoid dissatisfaction, 


3. that the cost of operation be kept within the limits allowed by higher 
management 


Staff management, on the other hand, may be more interested in the 
effect and impact of controls and procedures in producing more for less, in 
the impact of settlements and disputes on other locations and on future busi- 


ness, and that the cost of operation is controlled 


Top management, while also interested in these, may also be interested 
in the creation of more jobs in a community, the impact of wage and salary 
considerations in the community and the social system, as well as on the 


over-all policies of the company. 


To serve each of these groups from their -point of view is not easy, but 


surely is necessary if true recognition is to be attained 
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To have a saleable product for management to buy, therefore, the audi- 
tor has to acquire several attributes which will make his product more sale- 


able. 


First, he must learn to meld his professional approach with a measure 
of sound practical business judgment. He must meld the attributes of the 
business analyst with the professional reporting instincts of a newspaper 
reporter to appeal to each segment of his public. A nose for news is im- 
portant but in this case not enough ; he must also have the doctor's approach 
as applied to business problems. The auditor cannot always cure the patient 
or prescribe the treatment, but he can and should diagnose the complaint. 


Second, he must learn to be an educator. More business troubles are 
caused by misinformation and poor communication than by outright malice 
Often a simple explanation will go further than a harsh correction, I remem- 
ber one time my company had been having trouble getting a report to the 
head office on time. Various corrective measures had been tried with medi- 
ocre effect. A visit from the auditor to the division concerned brought out 
that the employees did not understand the significance of this report or the 
preparation of monthly statements in relation to the work load of the head 
office accounting department. When this was explained, no further trouble 
was experienced. Most people are anxious and willing to learn. A helping 
hand is appreciated if properly extended and can do much to help and 


supplement the supervision and direction of a busy management. 


Third, when called for, opinions should be carefully considered from 
all angles. More harm than good can come from snap judgments. Manage- 
ment readily appreciates a considered opinion, one which takes in all sides 
of the question and from which it will be better enabled to arrive at a fair 
reasonable decision. If we are to serve management, then we must think like 


management to be fully useful. 


Lastly, auditors must learn so to conduct themselves and their work 
so that they will not overshoot the boundaries of their organizational status. 
They should not try to be experts in many fields and end up by not being 
expert in any. If they do, they will end up in the hopeless situation of “who 
audits the auditor.” If they avoid the position of making decisions and con- 
fine. themselves to the results and effects of decisions, they will avoid criti- 
cisms themselves. In addition, as a practical matter in the usual business con 
cern, the audit staff would become so diversified and unwieldy that it would 
not be tolerated by management. Many will disagree with me, but I believe 
they will be outnumbered, and the trend I believe is towards being an expert 


in one direction—in auditing and control. 


If we are to improve our service to management, we must retrace our 


steps and subject ourselves and our work to critical analysis to be sure that 








Students’ Department 81 


we are staying on the track. To do this, we must reconsider the fundamentals 
and see that they are sound. We must analyze them in light of management’s 
objectives to see that our objectives do not cross with theirs. We must attune 


ourselves to their problems so we can spend our time profitably. We should 


not strive constantly to broaden our field of service, but rather we should 
strive to give better service. If we do, management will give us the oppor- 
tunity to render more service. For in the measure of our improved service, 
management itself will be enabled to do a better job of management and 


thereby the profession of internal auditing will grow and prosper. 
¢ ~ s 
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INTEREST 


TO INTERNAL AUDITORS 


OBJECTIVES OF INTERNAL AUDITING 
Maurice B. T. Davies 
Published in The Accounting Review, April 1956 


rhis article, by the Chairman of the Institute's Editorial Committee, is 
concerned with the place and the objectives of internal auditing in 
today’s business world. In recent years, as the author points out, we 
have witnessed a development and most significant metamorphosis in 
scope and practice. “Once the field of a drudge who restricted his 
activity to little more than voucher checking and examining the books 
of account, the range of internal auditing has been extended so greatly 
as to present a field of endeavor that is almost frighteningly broad 
This broadening of scope has imposed a heavy responsibility on the in- 
ternal auditor.” 


With the internal auditors primary responsibility the appraisal of 
control, the field of his operations has been extended with developing 
realization and broadening scope of the control functions. Effective 
use may be made of internal auditing in the appraisal of control over 
such fields as (1) Business Objectives; (2) Business Plans; (3) Busi- 
ness Organization; (4) Standards of Performance and (5) Appraisal 
of Performance. 


Mr. Davies concludes with “the internal auditor’s specialized training 
in the tools used by business to evaluate their results through numer 
ical devices; his familiarity with the protective measures needed to 
safeguard, property, funds, revenues and profits: his fundamental 
training in and understanding of the problems of internal control; 
ill factors combine to qualify him to play a leading role in serving as 
“the eyes and ears of management.” 


WHAT IT MEANS TO INTEGRATE DATA-PROCESSING 
Landal Boardman, Scovell, Wellington & Company 

A PROGRESS REPORT OF OUR COMPUTER INSTALLATION 
Eugene R. Donat, Collins Radio Company 

Published in the N.A.C.A. Bulletin, June 1956 


by using an example of integrated data-processing which does not i 
volve electronic equipment and describing step by step how the process 
ing does or can include electronic equipment, Mr. Boardman clarifies 
most timely subject. The definition for integrate “to bring togethes 
the parts of” or “unify the whole operation” has been applied in the 
accounting field and is familiar to all. The purpose is to handle cler 
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ical work without breaking the flow by stopping to re-copy or to 
proofread re-copied data. The use of carbon paper for copies of cor- 
respondence is a simple example. In a different field, the use of punched 
tape by the cable companies has been standard for years to avoid 
manual re-transmission of messages at relay points. 


essing, and to discuss the types of equipment for integrated data 
processing, the data-processing most readily integrated and an example 
of integrated data-processing in the order function 


Mr. Boardman goes on to the characteristics of integrated data-proc 


The industrial accountant can be most helpful to management in the 
planning for integrated data-processing; his task is to make an ob 
jective appraisal of the requirements of the business for information 
and of the methods of assembling data to supply information 

Most peopl today think of electronic data processing as directed 
primarily toward installing large size computers and lengthy and 
costly reorganization of the company operations 


Beginning with a chart of the management plan and how it is pres 
ently operating in an average company, the author goes on to describe 
“organizing the computer project, computer systems development, 
computer programming, coding and listing, installation and operation 
of computer, present status of computer applications.” 


A SUGGESTED CHANGE IN EXAMINATION APPROACH 
A. Carl Tietjen, Price Waterhouse & Company 


Published in Journal of Accountancy, Apr 





Business management is striving harder today than ever before in his 
tory for maximum volume at minimum cost. In this situation “the 
accounting profession must make certain that it continues to keep in 
step with industry by continually re-examining its own concepts and 
techniques, with the objective of rendering maxim 
clients at a cost that is within sound economic limits.” 





n service t 


proach between the initial examination and recurring examinations 
by public accounting firms. When these firms are generally satisfied 
with the internal accounting controls, after repeated engagements it 
seems logical that the recurring examinations offer the best opportuni 
ties for reducing the time expended by junior accountants in checking 
the ordinary day-to-day accounting routines—and the substitution 
therefore of time of more experienced accountants. A suggestion is 
that a continuing engagement could be viewed as “essentially unin 
terrupted in character,” with an expression of opinion submitted 
annually 


One point the author brings out is a possible differentiation in ap 


It is suggested that examinations would have to be planned for several 
vears in advance in such a way that the work and time spent nld 
be balanced, with certain segments of the work performed in the usual 


manner and others on a review basis each year 


Under “Application of Time Saved” the author brings out that the 
time saved for juniors would give them an opportunity to develop 
vork at semi-senior and higher levels, and would give the younger 
staff members experience at an earlier stage in their careers to 
accelerate their professional development 

TI ‘ 


1¢ author outlines plans that can be put into effect 1 and predicts 


(1) that in the examinations of the future, assistants of supervisory 

















Subject: 
By: 


Subject: 
By: 


The Internal Auditor 







































caliber will carry out a substantial part of the field work; (2) that the 
accountant’s work will be mainly a study and substantiation of client's 
data and interrogation of officials and employees; and (3) that client 
information will be so comprehensive, and the accountant’s person- 
nel so experienced, that the working papers will be confined largely to 
summaries of what was done and the conclusions that were reached. 


IN THE TWILIGHT ZONE 
Charles E. Spring, E. |. duPont de Nemours & Company, Inc. 
Published in Systems and Procedures, May 1956 


With the wide interest today in electronic data-processing machines, 
the more the auditor can learn about them the better equipped he will 
be to judge the needs in his organization. 


This article outlines certain benefits of electronic machines over con 
ventional tabulating equipment and compares two systems which differ 
in principle, even though electronic components are present in both 


On the cost angle, Mr. Spring points out that “while the reduction of 
clerical costs is accorded the most publicity and is used as a yard- 
stick for measuring electronic application potential, actual practice 
discloses that the reduction of conventional tabulating costs dominates 
the scene at this stage of the game.” 


Under the title “Advantages of Conventional Tabulation Equipment” 
is discussed the completely unitized structure of the machines. The 
tabulating system provides a degree of flexibility which offers ad 
vantages over existing electronic systems, such as improved machines, 
and unlimited storage in readable form. And under the title “Dis 
advantages of Conventional Tabulation Equipment” the excessive 
number of employees, excessive and slow data handling, excessive 
number of machines are given consideration 


Particular attention is given to mechanizing small companies where 
tabulating equipment usage is non-existent or at a minimum 


FAST AND FLEXIBLE INVENTORY CONTROL BY MECHANIZATION 
F. E. Klecan, Lockheed Aircraft Corporation 
Published in N.A.C.A. Bulletin, April 1956 


The aircraft industry today presents a unique problem in inventory 

control because of the complexities of the present day airplanes. In this 

article the author presents a summarization of a workable solution 
| | 


to the intricacies of the handling of the amazing number of parts in 
volved in the manufacturing of planes 


Under the title “Evolving the Control Plan,” the article explains that 
present utilization of control in the author’s company is the result of 
two years findings by a Committee comprising representatives fron 
cost accounting, material planning and industrial engineering staffs 


The Committee recommended “a long-range program which contem 
plated eliminating entirely the manually-maintained records by sup 
planting them with posted quantitative productive inventory records 
combined with mechanically maintained quantity and price records 
for determining inventory position by item, by inventory account or 
by contract. With this new system, information would be available 
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within hours after the last document for the accounting period has 
been processed.” In the article the author goes on to describe how 
the “long-range program” is put into action, how several kinds of 
mechanical equipment—such as bookkeeping machines, and tabulating 
equipment function and to illustrate the usefulness of the results with 
charts. 


AN EXECUTIVE DEVELOPMENT PROGRAM FOR THE CONTROLLER 


Gerald L. Phillippe, Comptroller, General Electric Company 


Published in The Controller, June 1956 





Today the interest and concern of any large or small business is the 
quality of personnel, and the subject of this article is the proper train 
ing required to develop such personnel in the accounting field 


Though the plans and programs outlined are based on the experience 
of a large company, the author makes it clear that size and numbers 
are not the most important consideration and that the conclusions are 
applicable to any controller's department 


lhe three basic steps of the personnel development program are— 
1 thorough training and care 


i 
selective recruiting, comprehensive 
ful appraisal and prompt promotion 





The aim of the recruiting is to secure employees from the top 10% of 
a graduating class, with a balance of scholastic ability, extra-cur- 
ricular activities, personality, social adaptability and leadership. To 
mect the high standards set by the company the recruiters would 
like to see a potential comptroller, treasurer or manager-finance in each 
of the individuals hired—rather than hoping that the law of averages 
will produce them 
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Of particular importance is on-the-job training—the first phase of 
the training program. In specific job assignments, the new employee 
(1) learns to work (2) learns the primary functions of financial 
work and gains an appreciation of their significance and potential 
contribution and (3) learns the importance and significance of good 
administration, first as a worker, and secondly as a supervisor.” The 
on-the-job program is supplemented with after-work classes in a 
formal scholastic program conducted by a faculty of the company’s 
best financial people. 


After three years of basic training, men are placed in responsible 
supervisory positions. Some of the very top men are assigned to the 
traveling auditing staff for from one to four years. The staff gains by 
having young men with enthusiasm, fresh viewpoints and ambition, 
and the men gain from the opportunity to develop initiative, obtain 
maturity and secure a wide perspective of company operations 

This training provides the means of knowing people and for main- 
taining a continuing inventory and appraisal of personnel. Such ap 
praisal must be constantly up-dated, to reflect the changes that will 
take place in each individual. With qualified appraisers and current 


records of position and performance, the company can fulfil its 
responsibility of training men to carry on the economic and business 
life of the company and the country 








EMPLOYMENT SECTION 


This employment section is offered as a service to members 





and others who may be seeking employees or who may be 
interested in new employment. All replies should be addressed 
to the advertiser—if the name is given—or addressed to THE 
INSTITUTE OF INTERNAL AupiTors, 120 Wall Street, New York 
5, N. Y., with reference to the Box “E” number. Space rate 
on request. 








SENIOR .INTERNAL AUDITOR 
Corporation policy is to train auditors as material for pro- 
motion and to transfer into Divisional set-up. Must be a 
C.P.A. with ten years’ experience at least five in public 
accounting with a national firm; college graduate, account- 
ing experience in metal processing industries. Must be 
familiar with tabulating and cost accounting, able to super- 
vise. Age 35 to 40. Applicant should submit broad résumé 
stating age, marital status, salary requirements, type of 
experience, and recent snapshot. Replies will be held in 
confidence. United Aircraft Corporation, Attention: Chief 
Internal Auditor, East Hartford, Connecticut. 














INTERNAL AUDITORS 
Excellent openings on field staff of well known expanding 
industrial company with plants and sales offices through- 
out the United States. Positions available in full travel 
status and also in approximately 30% travel status with 
headquarters in midwestern and southern cities. Prefer men 
with 2-5 years’ experience in national C.P.A. firm or 
equivalent, and free to travel or relocate as opportunities 
arise. In confidential letter, give complete information on 
age, education, experience and salary required. Box No. E. 
170. 
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INTERNAL AUDITOR 


Are you looking for a career with a growing aviation 
corporation? Require B.S. or B.A. degree in accounting 
plus at least three years audit experience. Starting salary 
$500 to $600 per month, Write or call Transocean Corpo- 
ration of California, Personnel Department, in care of 
Betty Berens, Oakland Municipal Airport, Oakland 14, 
California; Telephone, Lock Haven 9-3223. 








INTERNAL AUDITORS 


Expanding Midwest manufacturing organization presently 
employing 16,000 has several openings for senior and 
junior internal auditors. Starting salary commensurate 
with experience. Send detailed résumé of educational and 


accounting background in confidence Box No. E. 169. 




















INSTITUTE CONFERENCES 
1956-1957 


Southwestern Regional—New Orleans, Louisiana 


October 11-13, 1956 


Great Lakes Regional—Cleveland, Ohio 


October 18-19, 1956 


Midwest Regional—Louisville, Kentucky 


November 8-10, 1956 


Sixteenth Annual Conference—Los Angeles, California 


May 26-29, 1957 
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INTERNAL AUDITING FOR MANAGEMENT 
by FRANK A. LAMPERTI and JOHN B. THURSTON 
Prentice-Hall—70 Fifth Avenue, New York 11, N. Y. 
INDUSTRIAL INTERNAL AUDITING—by W. A. WALKER and W. R. DAVIES 
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Transfer Binders — for The Internal Auditor 
Box Binder to Hold Eight Issues (two years) Price $2.50 


A circular describing the above publications will be sent upon request. Orders should 
be sent to: THE INSTITUTE OF INTERNAL AUDITORS, 120 Wall Street, New York 5, N. Y. 
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INTERNAL CONTROL AGAINST FRAUD AND WASTE 
by BRADFORD CADMUS and ARTHUR J. E. CHILD 
Prentice-Hall—70 Fifth Avenue, New York 11, N. Y. 


INTERNAL AUDITING IN INDUSTRY 
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Fourteenth Annual Conference—7 papers 
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